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Bank Loans Secured by Out-of-State 
Mortgages 


MARSHALL SNYDER 
Counsel, The Greater New York Savings Bank 


I. 


PROBLEMS IN “OUT-OF-STATE 
MORTGAGE LENDING” 


Savings Banks are organized and operate in pursuance of 
Article VI of the New York Banking Law—under grant of gen- 
eral powers (Sec. 234) “to receive and repay deposits; invest 
its funds; declare dividends; and exercise all such incidental 
powers as shall be necessary to conduct the business of a savings 
bank”; under provision (Sec. 235) for investment of funds in 
specified “property and securities and no others”; and under 
(Sec. 246) entire management and control of its affairs by a 
board of trustees. The State Constitution (Article X, Section 
3) provides that a savings bank shall not have any capital 
stock, nor shall the trustees thereof, or any of them, have any 
interest whatever, direct or indirect, in the profits of the institu- 
tion; and no trustee shall be interested in any loan or use of 
any money or property of an institution for savings. The au- 
thorized property and securities include conventional mortgages 
on improved and unencumbered real property in this state, and 
in any adjoining state, under stated provisions (Sec. 235.6); and 
mortgages insured by the federal housing commissioner or mort- 
gages guaranteed pursuant to the provisions of the act of Cong- 
ress entitled “Servicemen’s Readjustment Act of 1944,” with- 


This discussion by Mr. Snyder was given before the BANKING LAW SECTION 
OF NEW YORK STATE BAR ASSOCIATION, 11th Annual Meeting, January 24, 
1957, at New York , 
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out application of the provisions of subdivision 6. (Sec. 235.20) 
Placing funds in mortgages on real estate, traditionally, is the 
primary and major form of a savings bank’s investments. Mort- 
gage investments (including all real estate held, except bank- 
ing houses, and excluding mortgages guaranteed by Veterans 
Administrator or insured by Federal Housing Commissioner ) 
may be made up to sixty-five per centum of the assets of a sav- 


ings bank. (Sec. 235.6(d).) 


In the post-war industrial expansion, the nation-wide build- 
ing program and the unprecedented increase in savings bank 
deposits, made “out-of-state” mortgages (insured or guaranteed ) 
suitable for savings bank investments, to absorb funds over and 
above normal mortgage investment requirements for the State 
of New York. Enlargement of the mortgage investment field 
to national scope created for savings banks’ counsel complex and 
troublesome legal problems in relation to corporate status of 
savings banks in other states, such as: are “out-of-state” mort- 
gage investments part of the bank’s “usual business of bank- 
ing”; or are such transactions “interstate commerce;” or do hold- 
ing and servicing such investments “constitute doing business 
in other states,” as “intrastate commerce,” requiring registration 
or qualification for certificates of authority “to transact busi- 
ness’; or is there a distinction between “commerce and trade” 
and “banking,” (each being governed by separate corporation 
laws) in determining what “constitutes doing business”. Dearth 
of case law on the precise questions caused uncertainty and 
anxiety in the endeavor to arrive at an opinion in the client’s 
best interest. 


In banking parlance, exercise of investment power under 
Section 235, subdivisions 6 and 20, of the Banking Law is re- 
ferred to as “mortgage lending” and “out-of-state mortgage 
lending.” However, such phrases are merely euphemistic. In 
fact and in law, the transactions are investment of funds of 
savings banks, under general powers granted by Section 234, 
and as authorized by Section 235. While investments in New 
York mortgages (under subdivision 6) are made almost ex- 
clusively by direct lending to property owners, the practice is 
otherwise for investments in “out-of-state” mortgages (under 
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subdivision 20); such investments being made by purchase of 
mortgages in New York (generally through a New York mort- 
gage broker); by assignment from an “originator” in the state 
of situs of underlying real property, after loan money is ad- 
vanced by the “originator”; after the mortgage is perfected and 
recorded; after the debt is insured by Federal Housing Com- 
missioner or guaranteed by Veterans Administrator; and after 
documents are examined and approved by savings bank’s New 
York counsel. Payment of price is made in New York, by check 
drawn on a New York bank. The mortgage debt is collected 
or “serviced” by an “independent contractor,” a corporation 
organized and doing business in the state of situs of the mort- 
gaged real property. Of course, acquisitions of “out-of-state” 
mortgages by direct lending are not within the scope of this 
discussion. 


Upon opinions of “local attorneys” (practicing in states 
where investments are made) and upon studies made by coun- 
sel in New York, there was consensus of opinion that it is pre- 
ferable, as a matter of caution and expediency to register or 
qualify savings banks “to transact business” in other states, 
(except in such states where statutory permission is granted 
to make mortgage investments without registration or qualifica- 
tion or where an unequivocal opinion was obtained that regis- 
tration or qualification is unnecessary) as a protection against 
confiscatory state statutes or against avoidance defenses for 
non-registration. Concern about the problem arose over a 
widely published decision of an Appellate Court in another 
state (which decision, in effect, deprived a foreign corporation 
not registered to do business therein, of its mortgage invest- 
ment in such state), and over drastic confiscatory state statutes. 
“Registration or qualification to transact business” is done by 
banking corporations under provisions of business corporation 
laws. The question of power under New York law to qualify 
“to transact business” in other states was deemed inherent under 
subdivision 20 of Section 235. 


Irritation of savings bank managements, caused by appre- 
hensions of legal complications in “out-of-state mortgage lend- 
ing”, was expressed by a prominent and leading savings bank 
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president who described home mortgages, if FHA insured or 
VA guaranteed, as a “uniform investment quality regardless of 
the location of the underlying security” and as “articles of in- 
terstate commerce” when state laws permit mutual savings 
banks to invest in such mortgages, but who complained that 
“capital does not flow with unrestricted smoothness across state 
lines. Although the Government-underwritten mortgage has 
become an article of interstate commerce, its progress across 
state lines is still hampered by the diverse, inconsistent and, in 
many cases, meaningless requirements of the state laws with 
which it must conform. Some practical answer to this problem 
must be found before mortgage lending can be said to have 
reached maturity as an interstate business.” 

If the conclusion that savings banks must register or qualify 
“to transact business” in other states by reason of making in- 
vestments therein, is tenable, the impact thereof may strike 
against the great banking institutions, the large investment cor- 
porations and other financial establishments and organizations 
concentrated in The City of New York, the “financial capital” 
of the nation. Because of its manifold activities extending 
throughout all states, such as correspondent banks and other 
out-of-state customers, check clearings, loan discounting, and 
other forms of banking and investment operations, is “Wall 
Street” engaged in “intra-state” business outside of New York? 
The problem causing grave concern is that of possible taxation 
in the states where registration or qualification is effected. If 
the rule of registration is applied to financial organizations en- 
gaged in out-of-state transactions, states hungry for sources 
of easy revenue will find an alluring vista of taxation. For 
registered financial or banking corporations, the “unknown 
quantity” of out-of-state taxation may color “the true condition 
of a bank.” 

II. 


MAGNITUDE OF MORTGAGE INVESTMENTS IN 
OTHER STATES MADE AND HELD BY 
SAVINGS BANKS OF THE STATE OF NEW YORK . 


“Out-of-state mortgage lending” is “big business” for savings 
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banks of the State of New York. This type of security is a vital 
part of savings bank investment operations. Such transactions 
are carried out through a widespread system of mortgage bank- 
ing. The investments have far reaching, varied and beneficial 
effects on the national economy and for millions of inhabitants 
of this land. It is essential that such investments be governed 
by uniform and protective statutes and case law and that “di- 
verse, inconsistent and meaningless requirements of state laws” 


be repealed. 


Holdings of “out-of-state mortgages” in investment portfolios 
of savings banks in New York are impressive in number, in dol- 
lar value and in the ratios to total assets, total deposits and sur- 
plus funds. Such investments are being acquired at the an- 
nual rate of 100,000 mortgages in aggregate amount of over 
one billion dollars or more than half of total annual mortgage 
acquisitions. 

Based on official statistics as of September 30, 1956 and on 
estimated current annual acquisitions, savings banks in this 
state hold approximately 420,000 “out-of-state mortgages” ag- 
gregating $5,000,000,000.00; being about 40% of the total mort- 
gage portfolio. (Total at September 30, 1956—1,005,670 mort- 
gages aggregating $12,439,041,000.00). 

In relation to total assets of $19,262,203,942.00, (at Septem- 


ber 30, 1956) the total mortgage portfolio is equal to about 65%; 
and “out-of-state mortgages” equal about 25% of total assets. 


Surplus funds and reserves of $1,876,445,309.00 (at Sep- 
tember 30, 1956) equal about 10% of total assets. Thus, the 
aggregate of “out-of-state mortgages” held equals about three 
times total surplus funds and reserves. 

Comparison of holdings of guaranteed and insured mort- 
gages in state and out-of-state (as of September 30, 1956) :— 


New York 
306,324 FHA and VA mortgages ............ .$3,271,415,000.00 


Other states 
394,494 FHA and VA mortgages ............ 
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DANGERS IN REGISTRATION OR QUALIFICATION 
FOR AUTHORITY TO TRANSACT BUSINESS 
IN OTHER STATES 


A determination that qualification or registration for a cer- 
tificate of authority “to transact business” in other states is re- 
quired must be based upon a supportable state of facts. It is 
interesting to examine the reality of the certificate of authority 
“to transact business” in other states and to speculate on the 
dangers inherent therein and on the consequences that may 
follow therefrom. In minimization of the legal effects and 
obligations of qualification or registration in other states, it is 
urged that such registration is a token compliance with or lip 
service to “onerous and sometimes silly state laws” (supra); 
that offices or places “to transact business” in other states are 
ghost or paper offices; and that savings banks in fact do not 
and will not transact any business outside the State of New 
York. Notwithstanding this protestation of intent to avoid 
doing business in other states, the reality of the legal and 
factual status created by registration or qualification for au- 
thority to transact business in other states—even if done under 
a stated limitation to investments in and service of mortgages 
—is, under laws of the states of registration, establishment of 
offices “for the transaction of business” and, under New York 
law, establishment of branch offices for “its usual business of 
banking.” Although the procedure may provide assurance 
against defenses based on non-registration, there is no escape 
from the dangers and consequences of submission to authority 
and control of other states. 

Procedures for registration or qualification for authority to 
transact business in other states consist of certificates, affidavits 
and other formal documents; filing copies of New York Banking 
Law and of savings banks’ New York certificate of incorporation; 
designation of local agents to represent savings banks in other 
states and to receive and accept service of legal process; designa- 
tion or establishment of local offices or places of business; and 
acknowledged or sworn statements of acceptance of constitution 
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of other states; all of which is done under formal resolutions 
adopted by boards of trustees of savings banks to register or 
qualify for authority “to transact business” in other states, fol- 
lowed by Certificates of Authority “to transact business” or “to 
engage in the transaction of intrastate business”. The effects 
of such registration or qualification are allegiance to another 
state; submission to supervision and direction of its government- 
al departments, to jurisdiction of its courts, to taxation, to re- 
quirements for filing reports; and, finally, exposure of a con- 
siderable portion of savings banks’ assets to supervision and 
control of other states. Moreover, such registration results in 
vesting in the state of registration an over-riding power, deroga- 
tory to the power of the State of New York. 


The foregoing gives rise to several questions relating to a 
savings bank’s status under authority “to transact business” in 
other states, one being: If a savings bank, registering and quali- 
fying “to transact business” in another state, has depositors 
resident in such state (as is frequently the case), is such sav- 
ings bank exposed to a charge of transacting banking business 
in such state, not only in contravention of the New York Bank- 
ing Law, but, as well, in violation of the Banking Law of the 
other state? This is aside from the circumstance that, by such 
registration and qualification, the savings bank is submitting 
itself to the process and jurisdiction of the courts of the other 
state in the savings bank’s relations with its depositors resident 
in such state. Further, the question arises as to whether the 
transactions between the savings bank and its “out-of-state” de- 
positors are governed by New York law or by the laws of the 
other state. A question pregnant with the evils of Pandora’s 
Box lurks in the mind of worried counsel over the incident 
that registration or qualification to transact business in other 
states is done without prior notice to or prior approval of the 
New York State Banking Department. There remains the har- 
rowing question of the validity of the act of registration, or of the 
liability therefor, because of unknown and unforeseeing con- 
tingencies. Vigilant lawyers who are inclined to regard regis- 
tration or qualification to do business in other states as a fallacy, 
if not a fiction, contemplate on the dangers of such procedure, 
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in the eventuality of widespread adversity necessitating num- 
erous mortgage foreclosures, which may be hindered with pos- 
sible punitive or retaliatory legislation, with destructive taxation, 
or with oppressive bureauocratic action. Remembering the 
events that followed the financial crash of October 1929, they 
wonder if “out-of-state” mortgages may be adjudged “invest- 
ment of funds of the bank in securities not authorized by law,” 
(See Penal Law, Section 296) when such mortgages are in states 
that do not have reciprocal exculpatory laws; they wonder if 
the Courts may hold that Section 235, subdivision 20 does not 
include inherent power for savings banks to establish offices 
for the transaction of business in other states; and they consider 
if the courts may hold that “such agreements imperil the sta- 
bility of a bank and the security of its depositors. They are 
against public policy, and nothing contained in the Banking 
Law brings them within public policy”; and that such registra- 
tion may be held a “device intended to give a false appearance 
to a transaction or increase the apparent stability as contrasted 
with the true condition of a bank.” (See Rothschild v. Manu- 
facturers Trust Company, post.) 


IV. 


INVESTMENT OF FUNDS BY (N. Y.) SAVINGS BANKS 
IN MORTGAGES ON REAL PROPERTY IN OTHER 
STATES, DOES NOT “CONSTITUTE DOING 
BUSINESS” IN SUCH STATES 


The question, “what constitutes doing business” by a cor- 
poration in another state is troublesome and frequently gives 
rise to conflict of opinion. The numerous reported federal and 
state cases for this branch of corporation law pertain to “busi- 
ness,” as applied to mercantile transactions or to purchase and 
sale of goods for profit, and to “commerce and trade” as ap- 
plied to interchange or buying and selling of goods or com- 
modities. Litigations over the question of “what constitutes 
doing business” relate to efforts to escape from legal process 
and jurisdiction of other states or to attempt to avoid liabilities 
under contracts otherwise made in good faith. It is arguable 
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that laws for authorization of commercial corporations “to trans- 
act business” in other states and “what constitutes doing busi- 
ness’ by such corporations are not applicable to the “business” 
of banking. Banking, as a “business,” is governed and con- 
trolled by state and federal banking statutes; each containing 
provisions restricting places for transaction of banking “business” 
and for “doing banking business” in other states and in foreign 
countries. Although banking is often referred to as “business,” 
the fact is that banking, particularly mutual savings banking, 
is not a business in the sense of commerce and trade or of pur- 
chase and sale of goods for profit or of manufacturing. A bank 
is an institution for receiving and lending money and for trans- 
action of other financial affairs. A mutual savings bank is 
a public co-operative organization, without a profit motive, its 
sole purpose and aim being to keep and invest its depositors’ 
funds safely and securely under statutory restrictions to provide 
adequate protection for its depositors. Investments consisting 
of purchase of securities for interest thereon and for repayment 
of principal are not business for purchase and sale of goods for 
profit nor are they commerce and trade for interchange of 
goods or commodities for profit. 


It is difficult to reconcile the premise that a mutual savings 
bank is “doing business” to the extent of being required to 
register or qualify for authority, in the same category with mer- 
cantile and manufacturing establishments under laws relating 
to “commerce and trade.” If any activity of such bank is 
“commerce and trade,” it is conducting its affairs in contraven- 
tion of banking laws and its acts of “commerce and trade” are 
ultra vires. On the other hand, if the activity is part of its 
banking affairs and if such activity is carried on in another 
state, the bank must have statutory power and official approval 
of its own state, coupled with authorization of the state wherein 
it engages in the banking activity, under banking statutes of the 
respective states and not under “commerce and trade” laws 
governing business corporations. “Local attorneys” based their 
opinions and recommendations to register or qualify in other 
states upon conjectures that the courts of their states “may 
decide” that the activity in question does “constitute doing 
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business” and upon apprehensions of the possible “disastrous” 
consequences of certain state statutes and of the “horrifying” 
effects of certain state court decisions, if there is no registration. 

Under the New York banking law, savings banks are au- 
thorized to invest funds in twenty odd categories of securities 
originating in all the states and in the Dominion of Canada. 
It never has been suggested that such banks must qualify “to 
do business” in the states of origin of the investments, solely be- 
cause of holding such securities or because of acts of safeguard- 
ing them and of collecting principal and interest. Likewise, it 
never has been suggested that collection or “servicing” of in- 
vestments constitutes independent banking or business, separate 
and apart from acquiring the security, to the extent that extra 
“authority” is required therefor. Investment of funds in mort- 
gages on real property in other states, under subdivision 20 of 
Section 235 of the Banking Law, is only another item in the 
list of eligible securities. There is nothing discernible between 
such security and the twenty odd other securities, as means for 
investment of funds, to require discrimination in respect of the 
manner or procedure for exercising the corporate power granted 
by the statutes. A scientific analysis of investing funds in out- 
of-state mortgages leads to the logical conclusion that it does 
not “constitute doing business,” because there are not present 
acts in other states of sales of goods or manufacture of goods 
or rendition of services or other acts constituting commerce 
and trade for profit, with receipt or collection of price. For 
banking corporations it may be selling securities, lending money 
or discounting commercial paper in the other states. None of 
these acts occurs in out-of-state mortgage investments by sav- 
ings banks of New York. The converse is true. As already 
shown, the mortgages are created in other states by its citizens 
or corporations, and thereafter the mortgages are sold to a sav- 
ings bank at its corporate office in New York for investment 
of funds; the securities are delivered and payment of the price 
is made thereat. To construe this transaction as “constituting 
doing business” in the other state violates every rule of reason. 
If such investment does “constitute doing business” then pur- 
chases in New York by countless corporations of securities in 
all the states and territories for investment of capital funds 
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places an onus on such corporations to register or qualify for 
certificates of authority to transact business in other states. If 
it is true (as asserted by a banker) that FHA insured or VA 
guaranteed home mortgages are of “uniform investment quality 
regardless of the location of the underlying security” and that 
such mortgages are “articles of interstate commerce” and that 
capital must “flow with unrestricted smoothness across state 
lines,” (supra) then it follows that the savings banks of New 
York, as purchasers of such securities, are comparable to con- 
sumers of other products manufactured or created in one state 
and transported to other states for sale to citizens or corporations 
thereof and may not be “hampered by diverse . . . requirements 
of state laws.” 
V. 


REGISTRATION OR QUALIFICATION BY SAVINGS 
BANKS FOR AUTHORITY TO TRANSACT BUSINESS 
IN OTHER STATES IS CONTRARY TO THE LAW 
OF NEW YORK 


A savings bank’s authority to function is derived from Sec- 
tions 234, 235 and 246. The “incidental powers” (Specified in 
Section 234, subdivision 1) can refer only to casual or subordin- 
ate or minor occurrences, to circumstances or matters that may 
arise or occur at irregular intervals in the course of exercising 
the “general powers.” The opinions of the Attorney General 
of the State of New York relating to the exercise of powers by 
savings banks demonstrate there are no crevices in the “general 
powers to admit any power other than those enumerated in 
the seventeen subdivisions of Section 234. “Powers conferred 
by the general corporation law” (Section 234, subdivision 17) 
relate to Section 14 thereof, “Grant of general powers” to every 
corporation, “though not specified in the law under which it is 
incorporated,” which pertain to term of existence, seal, acquisi- 
tion of property for corporate purposes, appointment of officers 
and agents and making of by-laws. Inherent powers may not be 
read into such statutes as banking laws. Banking is a license 
granted by the State to persons or corporations, and, like other 
legal license granted by the Legislature, is a thing stricti juris. 
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Consequently, the Banking Law, as a statute, is subject to the 
rule of construction of strictissimi juris. The holder of such 
license is bound to conform strictly to exercise of the rights 
given him by it. The same applies to practice of law, medicine 
and to other specialized fields affected by public interest. 


The grant of banking privileges was taken and held by the 
state since earliest times, the first grant of a bank charter having 
been made in 1782. Until 1838, all bank charters were granted 
by special legislation. Laws were enacted to restrain banking 
by unincorporated associations, to prohibit unauthorized bank- 
ing, and to provide for the adequate security of the creditors 
of banks. In 1829, the legislature first introduced supervision 
of the affairs of moneyed corporations by “bank commissioners.” 
The first banking law was enacted in 1839, prescribing means for 
incorporation of banks. Bank examinations were established 
in 1843. Savings banks were organized by special statute until 
1869, when a general act was passed for organization of savings 
banks and institutions for savings, but requiring approval of the 
legislature for each organization. It was not until 1875 that 
savings banks were authorized to incorporate under general 
law. (See Consolidators’ Historical Note in Banking Law, 4 
McKinney's Consolidated Laws of New York). 


The long history of banking law in the state is replete with 
evidence of strong and strict state control of banking business. 
The restrictive policy is reflected in the emergence in the present 
banking law of provisions in the nature of overall policies and 
practices which are modern revisions of numerous restrictive 
statutes in prior legislation. It is common knowledge that each 
disaster in banking history brought on more restrictive laws. 
The severest banking catastrophe of all time—in the financial 
depression of 1929—induced the legislature to enact a “Declara- 
tion of policy,” Section 10 of the Banking Law: “It is hereby 
declared to be the policy of the state of New York that the 
business of all banking organizations shall be supervised and 
regulated through the banking department in such manner as 
to insure the safe and sound conduct of such business, to con- 
serve their assets, to prevent hoarding of money, to eliminate 
unsound and destructive competition among such banking or- 
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ganizations and thus to maintain public confidence in such 
business and protect the public interest and the interests of 
depositors, creditors, shareholders and stockholders.” The de- 
clared policy is implemented by Section 36, which provides for 
examinations by the Superintendent of Banks of banking organi- 
zations as to financial condition, security afforded to creditors, 
policies of management and whether the requirements of law 
have been complied with in the administration of its affairs, 
and by Section 254, requiring an annual examination of saving 
banks by a committee of trustees for the purpose of determining 
the bank’s true financial condition, for review of policies of 
management to determine if they are sound and consistent with 
the requirements of law whether adequate protection is afforded 
to depositors. Article VI (Savings Banks) of the Banking Law, 
read in its entirety, shows a legislative intent that savings bank- 
ing may be conducted only within the expressed limitations and 
in pursuance of the specific authorizations and powers prescribed 
in the statute. 

The state’s purpose and intent to exercise full control of and 
strict restraint upon savings banks is found in the enumeration of 
general powers granted by Section 234 of the Banking Law. 
The Legislature deemed it necessary to include positive—not 
inherent—powers to savings banks to become members of fed- 
eral organizations. The prefatory paragraph of the section 
emphasizes this purpose and intent by specifying that the 
grant of general powers is “subject to the restrictions and limita- 
tions contained in this chapter.”.. In relation to membership by 
savings banks in Federal Deposit Insurance Corporation, specific 
power was granted by subdivision 11 as follows: “To assume 
and discharge such obligation to Federal Deposit Insurance 
Corporation as may be necessary or required for the purpose of 
maintaining deposit insurance in such corporation.” In grant- 
ing power to join a federal reserve bank, by subdivision 12, 
there is a carefully defined restriction and injunction, to wit, 
“To become a member of a federal reserve bank and to have and 
exercise all powers, not in conflict with the laws of this state, 
which are conferred upon any such member by the federal re- 
serve act. Such savings bank and its trustees and officers shall 
continue to be subject, however, to all liabilities and duties 
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imposed upon them by any law of this state and to all the pro- 
visions of this chapter relating to savings banks.” A similar 
restriction and injunction, in precise language, is imposed for the 
power to join a federal home loan bank. (Subdivision 13) 
Other provisions of Article VI include like restrictions. 

It is clear from such grant of powers, first, that any power 
exercised by savings banks must be specifically granted by law 
and may not be extracted from the law by a mental solvent 
defined as “inherent power’; second, that the state will not sur- 
render to other states the “liabilities and duties imposed upon 
them (trustees and officers) by any law of this state.” Hence 
it follows that, if the Legislature intended that savings banks 
have the power to register and qualify “to do business” in other 
states in respect to investments under subdivision 20, such 
power would be given by affirmative grant with restrictions 
similar to those above specified. 

It is conceded that “powers of a corporation” are defined 
and distinguished in a wide range of rules and principles and 
that extent of powers is not free of doubt. An astute debater 
will find ample (but only ostensible) support for registration 
or qualification to transact business in other states as a necessary 
incident to carry out the express power of acquiring and holding 
mortgages in other states. However, there is a marked distinc- 
tion in the exercise of powers between business or trading cor- 
porations and banking corporations; further as between com- 
mercial banking corporations and savings institutions. The 
latter are held to strict restraint in exercise of implied or inherent 
power. As to business or trading corporations, the rule is 
stated, “The powers of a corporation are (1) those expressly 
granted, and (2) those impliedly granted, as reasonably incident 
and necessary to the carrying out of the express powers.” As to 
banking corporations, the rule is stated, “The powers of a 
banking corporation are limited to those expressly conferred 
by its charter, or which may be reasonably implied from or are 
incidental to, such express powers as are necessary to conduct 
the business of banking.” While it is said that a banking cor- 
poration may exercise powers “expressly conferred upon it or 
which may be reasonably implied from, or are incidental to, 
such express powers and are necessary to carry on the business 
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of banking,” the rule is limited as follows: “Every power that is 
not clearly granted is withheld. Enumeration of the powers 
granted implies exclusion of all others, and any ambiguity in 
the terms of the grant of power must operate against the cor- 
poration and in favor of the public. ... The test of authority 
of a commercial bank to engage in a particular transaction is 
not the presence or absence of a risk, unless so inordinate as to 
render the transaction speculative, but whether the act relates to 
the substitution of credits, which is the essence of the banking 
function, and whatever is an appropriate and usual incident 
to such substitution is not foreign to the banking business. This 
is not true, however, of a savings bank.” (6 Fletcher Cyclopedia 
Corporations, pp. 230; 384-8. See, Block v. Pennsylvania Ex- 
change Bank, 253 N. Y. 227; Jemison v. The Citizens Savings 
Bank, 122 N. Y. 135). 


See, Huntington v. National Savings Bank, 96 U. S. 388 (24 
Law. Ed. 777), for extended discussion of powers of corpora- 
tions, particularly savings banks. The Court said, “A corpora- 
tion created by statute can exercise no powers and has no rights 
except such as are expressly given or necessarily implied.” Al- 
though the court denied a corporator’s claim of equitable owner- 
ship in the assets of defendant under a plea of incidental power, 
the court’s footnotes on powers of corporations show the diffi- 
culty of determining what are incidental or implied powers. 


If it should be true that subdivision 20 comprehends inherent 
power to establish offices for transaction of business in other 
states, then we are confronted with a contravention of Banking 
Law, “Section 240. Restrictions as to place of business; branch 
offices. 2. No savings bank, or trustee, officer, agent or em- 
ployee thereof, shall transact any part of its usual business of 
banking at any place other than its principal office except as 
follows.” (at three branch offices in the city and within the 
county in which its principal office is located) “3. Before any 
branch office shall be opened and occupied, . . . the superin- 
tendent shall have given his written approval and the banking 
board shall have given its approval by a three-fifths vote of 
all the members.” Change of location of one of its places of 
business in the same county is subject to carefully defined ap- 
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plication to the Superintendent for leave to make such change. 
(Section 241) The restrictions as to place of business and to 
change of location are so rigidly enforced that removal to an 
adjacent building or addition of an independent adjacent build- 
ing are not permitted without leave or approval of the Super- 
intendent. The phrase “usual business of banking” can mean 
only exercise of powers granted under Section 234. The statu- 
tory restriction against transaction of business at any place 
other than a savings bank’s principal and approved branch 
offices is part of a significant and balanced pattern of Banking 
Law. All banking organizations are subject to similar restric- 
tions against branch offices (see Section 105 for Banks and 
Trust Companies, which includes specific statutory permission 
to banks and trust companies to maintain branch offices any- 
where in the United States or in foreign countries on the Super- 
intendent’s written approval). Other evidence of statutory in- 
tent to restrict exercise of powers to such as are specifically 
granted is indicated by Sections 14(g) and 29, which provide 
that branch offices must be authorized by the Banking Board. 

Legislative intent that banking corporations transact busi- 
ness only in such states where “capital flows with unrestricted 
smoothness across state lines’ and where there exists comity 
between states is found in Section 200 of Article V, which 
provides for registration and license of foreign banking cor- 
porations to transact business in this State, but with the proviso: 
“This section shall not be construed to prohibit foreign banking 
corporations which do not maintain an office in this State for 
the transaction of business from (1) making loans in this State 
secured by mortgages on real property, nor from contracting 
in this State with a banking institution engaged in the business 
of banking under the laws of this State to acquire from such 
banking institutions a part interest or the entire interest in a loan 
which such banking institution proposes to make or which it 
has heretofore or hereafter made, together with a like interest 
in any security and any security instrument proposed to be 
given or heretofore or hereafter given to such banking institu- 
tion to secure or evidence such loan; (2) enforcing in this State 
obligations heretofore or hereafter acquired by it in transactions 
of business outside of this State, or in the transaction of any 
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business authorized by this section; (3) acquiring, holding, 
leasing, mortgaging, contracting with respect to, or otherwise 
protecting or conveying property in this State heretofore or 
hereafter assigned, transferred, mortgaged or conveyed to it as 
security for, or in whole or part satisfaction of a loan or loans 
made by it or obligations acquired by it in the transaction of 
business outside of this state, or in the transaction of any busi- 
ness authorized by this section.” This extension of comity to 
foreign banking corporations is complemented by General Cor- 
poration Law, Section 18, under which mortgage investments 
in New York by domestic and authorized foreign non-banking 
corporations shall not be deemed or construed to violate any of 
the provisions of the banking law. 

It may be significant that Section 200 was amended in 1951 
and 1952 to enlarge the scope of foreign banking corporations 
to acquire mortgages in New York, simultaneously with amend- 
ment of Section 235, subdivision 20, allowing New York savings 
banks to invest in mortgages in other states. It is clear that 
enactment of Section 235, subdivision 20, was part of a pattern 
for broadening the investment field of savings banks, without 
intent to permit savings banks to establish- out-of-state “places 
to transact business.” Sections 200, and 235, subdivision 20, 
must be read together to ascertain the legislative intent and 
purpose in authorizing savings banks to make nationwide in- 
vestments in mortgages. Any exercise of alleged inherent power 
under subdivision 20 to establish “places for the transaction of 
business” in other states contravenes the supervisory authority 
and control over savings banks vested in the Superintendent of 
Banks and in the Banking Board. Section 235, specifying the 
property and securities wherein savings banks may invest their 
funds, contains 26 categories of investments, including govern- 
ment bonds, state bonds and municipal bonds; mortgages on 
real estate; corporate obligations of railroads, electric companies 
and telephone companies; obligations of the Dominion of 
Canada, its provinces and cities; mortgages on real estate in 
every state and territory of the United States; and preferred, 
common and guaranteed stocks of corporations. It never has 
been suggested heretofore that Section 235 or any of its sub- 
divisions may be construed to contain a grant of inherent power 
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plication to the Superintendent for leave to make such change. 
(Section 241) The restrictions as to place of business and to 
change of location are so rigidly enforced that removal to an 
adjacent building or addition of an independent adjacent build- 
ing are not permitted without leave or approval of the Super- 
intendent. The phrase “usual business of banking” can mean 
only exercise of powers granted under Section 234. The statu- 
tory restriction against transaction of business at any place 
other than a savings bank’s principal and approved branch 
offices is part of a significant and balanced pattern of Banking 
Law. All banking organizations are subject to similar restric- 
tions against branch offices (see Section 105 for Banks and 
Trust Companies, which includes specific statutory permission 
to banks and trust companies to maintain branch offices any- 
where in the United States or in foreign countries on the Super- 
intendent’s written approval). Other evidence of statutory in- 
tent to restrict exercise of powers to such as are specifically 
granted is indicated by Sections 14(g) and 29, which provide 
that branch offices must be authorized by the Banking Board. 

Legislative intent that banking corporations transact busi- 
ness only in such states where “capital flows with unrestricted 
smoothness across state lines” and where there exists comity 
between states is found in Section 200 of Article V, which 
provides for registration and license of foreign banking cor- 
porations to transact business in this State, but with the proviso: 
“This section shall not be construed to prohibit foreign banking 
corporations which do not maintain an office in this State for 
the transaction of business from (1) making loans in this State 
secured by mortgages on real property, nor from contracting 
in this State with a banking institution engaged in the business 
of banking under the laws of this State to acquire from such 
banking institutions a part interest or the entire interest in a loan 
which such banking institution proposes to make or which it 
has heretofore or hereafter made, together with a like interest 
in any security and any security instrument proposed to be 
given or heretofore or hereafter given to such banking institu- 
tion to secure or evidence such loan; (2) enforcing in this State 
obligations heretofore or hereafter acquired by it in transactions 
of business outside of this State, or in the transaction of any 
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business authorized by this section; (3) acquiring, holding, 
leasing, mortgaging, contracting with respect to, or otherwise 
protecting or conveying property in this State heretofore or 
hereafter assigned, transferred, mortgaged or conveyed to it as 
security for, or in whole or part satisfaction of a loan or loans 
made by it or obligations acquired by it in the transaction of 
business outside of this state, or in the transaction of any busi- 
ness authorized by this section.” This extension of comity to 
foreign banking corporations is complemented by General Cor- 
poration Law, Section 18, under which mortgage investments 
in New York by domestic and authorized foreign non-banking 
corporations shall not be deemed or construed to violate any of 
the provisions of the banking law. 

It may be significant that Section 200 was amended in 1951 
and 1952 to enlarge the scope of foreign banking corporations 
to acquire mortgages in New York, simultaneously with amend- 
ment of Section 235, subdivision 20, allowing New York savings 
banks to invest in mortgages in other states. It is clear that 
enactment of Section 235, subdivision 20, was part of a pattern 
for broadening the investment field of savings banks, without 
intent to permit savings banks to establish out-of-state “places 
to transact business.” Sections 200, and 235, subdivision 20, 
must be read together to ascertain the legislative intent and 
purpose in authorizing savings banks to make nationwide in- 
vestments in mortgages. Any exercise of alleged inherent power 
under subdivision 20 to establish “places for the transaction of 
business” in other states contravenes the supervisory authority 
and control over savings banks vested in the Superintendent of 
Banks and in the Banking Board. Section 235, specifying the 
property and securities wherein savings banks may invest their 
funds, contains 26 categories of investments, including govern- 
ment bonds, state bonds and municipal bonds; mortgages on 
real estate; corporate obligations of railroads, electric companies 
and telephone companies; obligations of the Dominion of 
Canada, its provinces and cities; mortgages on real estate in 
every state and territory of the United States; and preferred, 
common and guaranteed stocks of corporations. It never has 
been suggested heretofore that Section 235 or any of its sub- 
divisions may be construed to contain a grant of inherent power 
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to savings banks to “transact business” in the places or states 
or in the Dominion of Canada, where any such investments are 
made on the security of obligations and property originating 
in or issued out of or contained in any such states or in the 
Dominion of Canada. It is even questionable if the banking 
board has the power to authorize registration or qualification 
to “transact business” in other states, under the introductory 
provision of subdivision 20, “subject to such regulations and 


restrictions as the banking board finds it necessary and proper, 


Investments in mortgages on real property in other states are 
not without remedy or procedure for action in the event of 
defaults or other adverse contingencies occurring in relation to 
such investments, if the holders are not registered. The legisla- 
tive concern to provide savings banks with adequate power to 
act is manifest in Section 17 of General Corporation Law grant- 
ing to domestic corporations transacting business or conducting 
its affairs in whole or in part in other states power to acquire, 
hold and dispose of property therein; also in Section 234, sub- 
division 14, under which a savings bank may transfer to any 
trust company (all of the capital stock of which is owned by not 
less than twenty savings banks—such trust company being in 
existence and in operation—Savings Banks Trust Company) as 
trustee or agent for the purpose of liquidation, discharge, read- 
justment, improvement or rehabilitation, for the account and at 
the expense of the savings bank, any property, security, invest- 
ment, bond, mortgage, chose-in-action, or other security of 
whatever character and, notwithstanding any provision of law 
relating to the investment of its funds, to take and hold any 
such trust company’s certificate of deposit therefor and any 
resulting security. Section 234a permits a savings bank to 
consent to any settlement, modification or readjustment of any 
investment in securities legally made by such savings bank and 
to accept and hold stocks, bonds, notes, securities or other prop- 
erty offered in full or partial settlement. The trust company 
is supplemented by a stock corporation (likewise owned by 
twenty or more savings banks—Institutional Securities Corpora- 
tion) which is authorized, by registration or qualification and 
by holding of certificates of authority, to transact business in 
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many, if not all, of the states of the Union. This stock corpora- 
tion specializes in mortgage investments and servicing thereof 
and it has the facilities for any procedure or action that may be 
required in respect to safeguarding out-of-state mortgages. In 
prior periods of adversity, out-of-state securities which went into 
default were transferred to Savings Banks Trust Company for 
liquidation or readjustment. 


The thesis of this discussion is supported by numerous 
opinions of the Attorney General of the State of New York, 
relating to exercise of powers by savings banks, consistently 
holding that savings banks may operate only within prescribed 
powers granted by law. For illustration, reference is made to 
the Attorney General's opinion of January 12, 1937, page 304, 
rendered at the instance of the Superintendent of Banks on a 
question submitted—if savings banks may engage in maintain- 
ing so-called “budget savings accounts,” an arrangement with 
depositors for a budget deposit to be disbursed by the savings 
bank for the depositor’s monthly obligations. In holding that 
savings banks were without power to engage in such transac- 
tions, the Attorney General stated, “Savings banks, as disclosed 
by the foregoing statutory provisions, (former Section 238, de- 
fining the general powers) are banks of limited and restricted 
powers.” Ina later opinion, October 8, 1940 (page 385) on a 
re-submission of the same question based on a revised (to meet 
the Attorney General's objections) form of “budget savings 
account,” the Attorney General again ruled that savings banks 
were without power to engage in such transactions, stating, 
“For authority to engage in such transactions we should have 
clearer legislative authority than that suggested . . . Funda- 
mentally you are here faced with a profound change in the 
policy and character of a savings bank as enunciated in sub- 
division 1 of Section 234 of the Banking Law.” (See also, opin- 
ions January 6, 1949 and December 14, 1955.) 


Reliance for the soundness of the contention that there is no 
inherent power to establish places of business in other states is 
placed upon the decision of the Court of Appeals, in Rothschild 
v. Manufacturers Trust Company, 279 N. Y., 355, where it was 
held that acts of banks, under alleged inherent power, are ultra 
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vires, contrary to public policy and void. In that case, the 
Court construed former Section 185, subdivision 9, of the Bank- 
ing Law, under which power was granted to banks “to purchase, 
invest in and sell stocks, bills of exchange, bonds and mortgages 
and other securities.” Under such authority, defendant bank 
sold corporate stocks and bonds to a customer under an alleged 
oral agreement to repurchase such stocks and bonds at the 
instance of the customer, such agreement having been made to 
induce plaintiff to purchase the securities. The bank having 
refused to make the repurchase, the customer brought action to 
recover under the agreement. The court, in holding the agree- 
ment was ultra vires and not enforceable, as contrary to public 
policy and void, said, “Finally, we consider Section 185 (subd. 9) 
of the Banking Laws (since repealed, L. 1937, ch. 619(3)), 
upon which the respondent places so much reliance. From the 
fact that this section granted the power to banks ‘to purchase, 
invest in and sell stocks, bills of exchange, bonds and mort- 
gages and other securities, it does not follow that repurchase 
agreements may be made or that such agreements accord with 
public policy. The grant of the power to buy and sell carries 
with it the appropriate powers which are incidental and rea- 
sonably requisite for the effective exercise of such power. It 
has already been pointed out that the power to agree to repur- 
chase is not incidental to the power to purchase and sell; nor 
does the lack of such power substantially destroy the power to 
buy and sell. As noted, sales of securities subject to repur- 
chase agreements are the exception rather than the rule... . 
The undesirability of the existence of such a power from the 
public point of view is brought out in clear contrast by the facts 
in the case at bar. . . Such agreements imperil the stability of 
a bank and the security of its depositors. They are against 
public policy, and nothing contained in the Banking Law brings 
them within public policy.” 

The Court's searching observations on the position occupied 
by banking organizations are pertinent to this discussion: “A 
banking corporation occupies a different relation to the public 
than do ordinary corporations, and its transactions frequently 
are subjected to a closer scrutiny and tested by a higher stand- 
ard than that applied to ordinary commercial affairs. “Bank- 
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ing is a business affected with a public interest. Its nature 
makes it peculiarly an object of legislative solicitude in order 
that depositors and stockholders may be protected and proper 
management by those responsible therefor secured according 
to legislative theories of public welfare.’ An agreement, valid 
and enforcible if made by an ordinary corporation or business, 
may, by reason of public policy, be void and unenforcible 
against a banking institution . . . The public policy behind these 
rulings is that the stability of banks is a matter of such public 
concern that the State should not sanction any device intended 
to give a false appearance to a transaction or increase the ap- 
parent stability as contrasted with the true condition of a bank. 
It may be noted here that this rule of public policy in no wise 
depends upon the solvency or insolvency of the bank.” 

The cogent reasons advanced by the Court of Appeals in 
support of its ruling apply with equal force to the contention 
here made that establishing “places for the transaction of busi- 
ness’ in other states, is not an inherent power under subdivision 
20, notwithstanding the language in the opinion that the grant 
of power to buy and sell “carries with it the appropriate powers 
which are incidental and reasonably requisite for the effective 
exercise of such power.” Because of strict regulation of “places 
of business” and specific grants of authority by the Banking Law 
in respect to “other places” where business may be transacted, 
it cannot be said that savings banks may establish and maintain 
numerous “places of business” in other states, under “incidental 
and reasonably requisite” power “for the effective exercise of 
such power.” The lack of power to establish “places of business” 
in other states does not “substantially destroy the power’ to 
invest in “out-of-state mortgages,” because of the clear intent 
of the Legislature that such investments be made only in states 
granting reciprocal privileges for such investments. The Court, in 
differentiating between instances of “incidental” powers and in 
rejecting the plea that the agreement under consideration was 
a valid “incidental” power under the specific statutory power, 
quoted a Minnesota case as particularly apt: “The former is 
clearly necessary, usual and incidental, whereas the latter is 
neither necessary, usual or incidental, but is positively danger- 


>”? 


ous. 
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In Hun v. Cary, 82 N. Y. 65, the Court of Appeals defined 
the relation between a savings bank and its trustees and that 
between the trustees and depositors. Although the case was 
based on charges of imprudence and reckless extravagance, with 
liability of trustees for the damages caused thereby, the Court's 
pronouncement on the duties and responsibilities of trustees 
of a savings bank is deserving of attention in weighing acts of 
trustees in management of the bank’s affairs. The Court, said, 
“The first question to be considered is the measure of fidelity, 
care and diligence which such trustees owe to such a bank and 
its depositors. The relation existing between the corporation 
and its trustees is mainly that of principal and agent, and the 
relation between the trustees and the depositors is similar to that 
of trustee and cestui que trust. The trustees are bound to ob- 
serve the limits placed upon their powers in the charter, and if 
they transcend such limits and cause damage, they incur lia- 


bility.” 


In Mercantile National Bank v. Mayor, etc., 121 U. S. 138 
(30 Law Ed. 895), the Court approving a tax preference for 
savings banks, said, “They are what their name indicates, banks 
of deposit for the accumulation of small savings belonging to 
the industrious and thrifty. To promote their growth and prog- 
ress is the obvious interest and manifest policy of the state.” 


In Franklin National Bank v. People, etc., 347 U. S. 373 (98 
Law. Ed. 767), the Court noted the special character of savings 
banks in these words, “It is the policy of New York to charter 
and foster the mutual savings bank, a nonprofit institution 
whose earnings inure to the benefit of depositors rather than to 
stockholders. These institutions have a long history as relatively 
stable and safe depositaries for the accumulations of thrifty 
New Yorkers and as a source of credit for limited uses. They 
have grown to be an important part of New York’s banking 
and economic structure. . . . The mutual banks have been 
successful in attracting a large proportion of deposits for over a 
century. They have a remarkable record for soundness in 
finance and profitable operation for the benefit of the depositors.” 
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DECISION TO REGISTER OR NOT TO REGISTER, BY 
SAVINGS BANKS HOLDING OUT-OF-STATE 
MORTGAGES, FOR AUTHORITY TO 
TRANSACT BUSINESS IN OTHER 
STATES, MUST BE MADE AS A 
CALCULATED RISK 


The consensus of action by savings banks of New York 
for registration or qualification for authority to transact busi- 
ness in other states, in relation to investments in out-of-state 
mortgages, is impelled by understandable motives to protect 
such investments against confiscatory state statutes and against 
avoidable defenses for non-registration. On the other hand, 
equal consideration must be given to the risk of action without 
power or authority under New York law. In the final analysis, 
it becomes a question of determining which is the lesser risk. 
In support of the contention here made, favoring avoidance of 
registration or qualification to transact business in other states, 
in the present circumstances, a typical confiscatory state statute 
and a publicized state court decision upholding an avoidable 
defense for non-registration are reviewed and discussed to 
demonstrate that the potency of such statutes and decisions has 
been over-estimated. 

The State of Utah has, what may be termed, a confiscatory 
statute against non-complying foreign corporations “doing 
business within this state.” (Utah Code Anno. Title 16, Chap. 
8, Sec. 1-3) The Utah law requires foreign corporations “before 
doing any business within this state” to register and qualify 
under prescribed procedure, including “an acceptance of the 
provisions of the Constitution of this state.” The statute pertains 
to business or trading corporations. Any foreign corporation 
“doing business within this state,” but not complying with the 
statute is under “disabilities” that such corporation “shall not 
be entitled to the benefit of the laws of this state relative to 
corporations, and shall not sue, prosecute or maintain any action, 
suit, counterclaim, cross complaint or proceeding in any of the 
courts of this state on any claim, interest or demand arising or 
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growing out of or founded on any tort occurring, or of any con- 
tract, agreement or transaction made or entered into, in this 
state by such corporation or by its assignors . . . and shall not 
take, acquire or hold title, possession or ownership of property 
... and every contract . . . to be performed within this state 
shall be wholly void . . . and any person acting as agent... 
is guilty of a misdemeanor and shall be personally liable . . .” 
Attorneys of Utah expressed opinions that savings banks of 
New York, acquiring and holding mortgages on real property in 
Utah are not “doing business” in that state within the meaning 
of the statute, but since there are no court decisions on the 
precise question and since the attorneys could not prognosticate 
how the courts may decide the question, if and when raised in 
defense of mortgage foreclosure, they advised registration or 
qualification to escape the “disaster” of adverse court decisions. 
In accepting such advice, it is difficult to understand how a 
New York savings bank can justify “acceptance of the provisions 
of the Constitution of” the State of Utah and how it can reconcile 
such obligation with the bank’s allegiance to the Constitution 
and laws of the State of New York. 


In Dahnke-Walker v. Bondurant, 257 U. S. 282 (66 Law. 
Ed. 239), the Supreme Court of the United States declared a 
similar statute of the State of Kentucky invalid because repug- 
nant to the commerce clause of the Federal Constitution. The 
case arose out of a contract by a Tennessee corporation to pur- 
chase and receive a crop of wheat from a resident of Kentucky, 
with delivery there to a common carrier for shipment to plain- 
tiff in Tennessee. Defendant having refused to make delivery 
(because of a rise in price) was sued for damages for breach 
of the contract and sought to avoid liability under a defense 
that plaintiff failed to comply with Kentucky law requiring 
registration by corporations which might do business in that 
state. The Court said, after reviewing prior decisions, “A cor- 
poration of one state may go into another, without obtaining 
the leave or license of the latter, for all the legitimate purposes 
of such commerce; any statute of the latter state which obstructs 
or lays a burden on the exercise of this privilege is void under 
the commerce clause.” 
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The case of John Hancock Mutual Life Insurance Company 
v. Gerard, 64 Pac. (2nd) 254 (Idaho), was pointed out as a 
warning of the consequences of non-registration, because “Res- 
pondent, an unlicensed foreign insurance company, doing no 
insurance business in Idaho, but which invested considerable 
sums in mortgages on Idaho real estate by acting through a 
foreign corporation licensed in that state, was regarded by the 
Idaho Supreme Court as an investment company and was held, 
under the circumstances, to be doing business so as to be re- 
quired to qualify.” The action was brought to foreclose a 
mortgage for $16,000.00 on real property situate in Latah 
County given to secure the note of three members of the Gerard 
family; evidencing a loan made by Farm Mortgage Security 
Company, acting as agent for Hancock to negotiate and make 
the loan; the note and mortgage having been assigned to the 
Hancock Company; thereafter the Hancock institution—not 
qualified “to transact business in Idaho’—entered into a written 
extension agreement, with new notes and obligations of a subse- 
quent owner of the mortgaged premises, for payment of the 
indebtedness; the “extension,” in effect, being a new loan to 
another party. In defense of the foreclosure action, a second 
mortgagee (whose lien was to be “wiped out”) asserted “Han- 
cock” was “doing business” in the State of Idaho without having 
complied with the laws of the state in reference to foreign cor- 
porations qualifying “to do business,” and asked for foreclosure 
of the second mortgage as “prior and superior” to the Hancock 
mortgage. The Court found that Hancock operated in Idaho 
under an agreement with the Security Company “to secure loans 
for it and to give it an option on all such loans as it might ap- 
prove .. . Ever since 1925, the Insurance Company has been 
taking deeds to properties in various counties in this state, on 
which it held loans, totaling more than $267,000.00 in principal; 
and it also appears that it has been renting and leasing these 
lands, collecting rents, paying taxes and insurance, selling and 
conveying lands and in part conducting a general agricultural 
and real estate business on lands that have been acquired 
through these mortgage securities.” In a footnote to the opinion, 
it appears that Hancock participated in the actual making of 
the loans by examination of the application for prior approval, 
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under circumstances indicating that Hancock, in fact, was the 
lender and was engaged in “mortgage lending” on real property 
in Idaho; and that it engaged in extensive business activity in 
relation to acquired real estate after mortgage foreclosures. 
Upon the foregoing state of facts, the Court held, “We have 
reached the conclusion that the Insurance Company was doing 
business in this state without having complied with the mandate 
of the Constitution and that the mortgage here sought to be 
foreclosed was and is void.” The decision being based on facts 
at wide variance from the conditions under which savings banks 
of New York make “out-of-state” mortgage investments, there 
is no analogy and the case has no application to the instant 
situation. 

Continental Insurance Company v. Ihler, 26 Pac. (2nd) 792 
(Idaho) was an action to foreclose a mortgage and the issue 
was presented as to whether the holder of the mortgage, a foreign 
corporation which acquired the mortgage by assignment and 
which did not conform to the laws of Idaho governing such 
corporation engaged in business in the state, was barred from 
maintaining the suit. The court found that the loan was made 
and the money was advanced by a resident of the state who 
was engaged in loaning money on mortgages, that he retained 
some but sold most of the others; “that a large number (mort- 
gages) were purchased by respondent from time to time includ- 
ing the one involved in this foreclosure. It was (the seller’s) 
practice to collect the interest on loans sold by him as it became 
due and to remit it to the purchaser and this practice was fol- 
lowed in dealing with respondent herein.” The Court said, 
“Appellants insist respondent was engaged in loaning money in 
Idaho. This contention appears to be based on the number 
of notes acquired by it and mortgages on Idaho property given 
to secure the payment of the notes and the amount of money 
involved in and the circumstances surrounding the transactions 
of the business. There is no testimony that the money loaned 
was the property of the respondent and Cowling (seller of the 
mortgages) testified he loaned his own money and sold the 
notes and mortgages given him by the borrower to respondent 
and other customers and that the sales to respondent were made 
in Chicago, Ill. The trial court found his testimony to be true. 
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Therefore, we will proceed upon the theory that this loan and 
the other loans shown to have been made by Cowling were his 
own money and that respondent was not engaged in loaning 
money in Idaho.” On the question if collection of interest on the 
loans purchased by respondent constituted doing business in 
Idaho within the meaning of the statute, the Court held in the 
negative, quoting, “The decisions make it clear that the mere 
securing of its debts by note or otherwise is not doing business 
in the state by a foreign corporation. It is equally well estab- 
lished that the mere adjustment or collection of its debts or 
claims by a foreign corporation is not doing business within the 
state. And the rule is likewise applicable to the doing of things 
incidental to such adjustment or collection.” (Fletcher's Cycl. 
of Law of Corp., Vol. 17, p. 542, Sec. 8492) The Court held, 
“The purchase, beyond the borders of Idaho, by a foreign cor- 
poration, of promissory notes, the payment of which is secured 
by mortgages on lands in this state; the collection of interest 
accruing on indebtedness evidenced and secured thereby and 
the commencement and maintenance of suits to collect said in- 
debtedness is not doing business in Idaho within the meaning 
of the statutes referred to. The decree (of foreclosure) ap- 
pealed from is affirmed.” 

In the Hancock case (supra), the Court said, “It is the con- 
tention of the Insurance Company that this case is controlled 
by the rule announced in Continental Insurance Company v. 
Ihler, 53 Idaho 612 (26 Pacific (2nd) 792). Respondent argues 
that the case at bar simply involves the purchase of negotiable 
paper beyond the borders of the state in the ordinary course 
of commercial transactions and that it in no way involves the 
doing of business within the state. If the facts of this case 
were similar or parallel to the facts in that case we would not 
hesitate to hold that there was no ‘doing business’ in this state 
in the case at bar. Such is not the case, however, as we shall 
presently see.” 

VIL. 


CONQUER THE PROBLEM WITHOUT DANGER 


The state of affairs in “out-of-state mortgage lending” is 





212 THE BANKING LAW JOURNAL 


unsatisfactory in relation to the uncertainty of the legal status 
of savings banks as holders of the mortgages. The situation 
can be clarified by enactment by states wherein investments 
are made of reciprocal exculpatory statutes similar to the New 
York law. A concerted effort to accomplish this objective 
should be made by the saving banks’ national and state associa- 
tions, mortgage bankers’ associations, mortgage brokers’ asso- 
ciations, mortgage service contractors, “warehouse” banks, and 
other interested groups; supported by the Superintendent of 
Banks. Only by “reciprocity among the states” with regard to 
“doing business,” can savings banks be free of the involvements 
that are bound to engulf them in the present situation. A second- 
ary plan would be amendment of Section 235, subdivision 20, by 
adding thereto a provision to incorporate therein the now 
claimed inherent power to register and qualify in other states, 
with appropriate limitations upon the exercise of such power. 
A further plan would be amendment of National Housing Act 
and Servicemen’s Readjustment Act of 1944 to provide that 
holders of insured or guaranteed mortgages shall be deemed en- 
gaged in interstate commerce and thus be immune from void- 
ance of the debt or impairment of the lien by reason of diversity 
between the state of incorporation of the holder and the state of 
situs of the underlying security. 


Soliloquy of a Savings Bank's Counsel 


“To register, or not to register: that is the question. 

Whether to suffer the dire threats of Utah’s Mormons, 

Or to fear the punitive action of tuber Idaho, 

Or to seek refuge in Florida’s Fountain of Youth, 

Or to take arms against chauvinistic states 

and by opposing end the foes of “out-of-state” mortgages. 

To die: To sleep: and by a sleep to say we end 

the oppressor’s wrong, the law’s delay, 

the insolence of office; 

or to grunt and sweat under a weary life.” (with apologies) 


















On The Demise of Double Liability of 
Bank Shareholders 


JOHN R. VINCENS* 
New York City 


A quarter of a century ago, just before Ogden Nash and 
Franklin D. began to popularize the notion that every banker 
is a presumptive love child, the National Bank Act and the 
banking codes of about two-thirds of the states already operated 
on somewhat that premise by imposing double, triple or even 
unlimited liability on bank shareholders. That compelling 
characteristic of the corporate form of business association — 
freedom of the shareholder from personal liability for the cor- 
poration’s debts—did not attach to banking corporations in those 
jurisdictions. The provisions of the old National Bank Act on 
the subject were typical of what lurked in the future of their 
shareholders: 


The shareholders of every national banking association shall 
be held individually responsible, equally and ratably, and not one 
for another, for all contracts, debts and engagements of such asso- 
ciation to the extent of the amount of their stock therein, at the par 
value thereof, in addition to the amount invested in such shares. 
... U.S. Rev. Srart., sec. 5151 (1875), 12 U. S. C., sec. 63. 


In other words, if a bank went under, a stockholder therein 
was expected to be ready to lose not one shirt, but two. He 
stood to lose, first of all, the capital which he had contributed 
to the bank, and then if the bank’s assets were insufficient to 
pay off its depositors and other creditors, an additional sum not 
exceeding the par value of his holdings as his contribution to- 
ward making up the difference between the bank’s assets and 
liabilities. That was double liability, imposed on all national 
bank shareholders and, with minor variations, on state bank 


This article is reprinted with the permission of the editors af THE BUSINESS LAW- 
YER, a publication of the Section of Corporation, Banking and Business Law of the 
American Bar Association. 

* Attorney, Metropolitan Life Insurance Company, and member of the Section’s 
Committee on Current Banking Decisions and Legislation. 


213 











214 THE BANKING LAW JOURNAL 


shareholders in 35 states. See, e.g., 2 Paton’s Dicest, sec. 839a 
(1926 ed.). 

Triple liability—that is, liability for a bank’s debts, pro rata, 
to the extent of twice the par value of shares held—was imposed 
on Colorado bank shareholders. Liability without any limit 
save the shareholder's pro rata portion of his bank’s debts was 
imposed in California. Paton’s DicEst, op. cit. 

Individual liability had been imposed for the protection of 
the small depositor. However, when banks began to fail during 
The Troubles which culminated in the bank holiday of 1933, it 
began to be seen that it did the depositor no great amount of 
good and others a great deal of harm. Shareholders of defunct 
banks either had no extra shirt to contribute or were exceedingly 
reluctant to part with it. The collectibility experience for as- 
sessments placed on national bank shareholders, for example, 
never amounted to more than 49.78 per cent. Even where 
assessments could be collected, they often fell as a calamity 
upon the businessmen of an already stricken community. Not 
infrequently they were imposed after a shareholder had departed 
this world, and the burden of payment was thus thrust upon his 
widow and children. Depositors might better be protected by 
a strengthening of the capital structure of their banks, but the 
mere threat of personal liability made bank shares unattractive 
to the investors who might supply the needed capital. See, e.g., 
Hearings before Committee on Banking and Currency on H. R. 
5357 (Banking Act of 1935), 74th Cong., Ist Sess., pp. 147-156. 


It thus came about that the Congress in 1933 amended the 
National Bank Act and the Federal Reserve Act to remove 
double liability from national bank shares issued after June 16, 
1933. 48 Strat. 189 (1933), 12 U. S. C., sec. 64a. This action 
was accompanied by the creation of a new and probably more 
effective form of protection for the small depositor, the Federal 
Deposit Insurance Corporation. 48 Stat. 168 (1933), 12 U. S. 
C., sec. 264. Two years later a further amendment to the 
double liability provisions of the National Bank Act and the Fed- 

‘eral Reserve Act permitted national banks to terminate double 
liability after July 1, 1937, on all shares, whenever issued, by the 
publication of notice of such termination. 49 Star. 708 (1935), 





BANK SHAREHOLDER DOUBLE LIABILITY 215 


12 U.S.C., sec. 64a. At the same time, the Congress gave addi- 
tional protection to bank depositors by requiring every national 
bank to allocate 10 per cent of its net earnings to surplus until 
the surplus account equaled the total outstanding common 
capital stock. 49 Star. 712 (1935), 12 U. S. C., sec. 60. 

Moved by the same reasons which had prompted the Cong- 
ress to permit termination of double liability of national bank 
shareholders—not to mention the fact that a charter in a state 
banking system which still imposed individual liability had be- 
come much less desirable than a national bank charter—the 
states began to follow suit. Action came fast in most cases. In 
a few states, however, provisions for individual shareholder’s 
liability were rooted in the constitution and resisted change 
for many years. It was not until September 1956 that the 
voters of Arizona, the last remaining state to impose double 
liability on all state bank shareholders, amended its constitution 
to permit the termination of such liability. 

Before preparing to dance a jig at long last on the grave of 
double liability, we might pause to consider that the beast is 
not really dead at all. It is but grievously wounded. 

The Congress and 25 of the states never did abolish double 
liability. They merely permitted banks to take action to make 
it inapplicable to their shareholders. Not all national banks and 
not all state banks in all of those 25 states have taken the action 
necessary to terminate liability. This situation has been remedied 
with respect to national banks. In 1953 the Congress, noting 
that 25 national banks still had not done away with double 
liability, provided as follows: 


In the case of each association which has not caused notice of 
. .. termination of liability to be published prior to May 18, 1953, 
the Comptroller of the Currency shall cause such notice to be pub- 
lished in the manner provided in this section, and on the date six 
months subsequent to such publication by the Comptroller of the 
Currency such additional liability shall cease. 67 Stat. 27 (1953), 
12 U. S. C., sec. 64a. 


So far as state banks are concerned, additional liability still 
applies to shareholders in the following numbers of banks in 
the following states: Arkansas 3, California 20, Colorado 4, 
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Florida 3, Kentucky 4, Massachusetts 1, Minnesota 9, Missis- 
sippi 4, New York 4, North Dakota 13, Oklahoma 9, Pennsyl- 
vania 19, Washington 2, West Virginia 1. 

The state bank commissioners who supplied these figures 
do not make a practice of divulging the identity of banks which 
have not terminated individual liability for their shareholders. 
The lawyer who would advise a prospective investor in state 
bank shares on his exposure to an assessment for double or 
triple liability thus must ascertain for himself whether a given 
bank has done whatever is required to terminate such liability 
under applicable state law. The following table sets forth the 
available methods of terminating liability in the states which 
have not abolished it outright. It may be used as a quick start- 
ing point to determine what a bank should have done: 


1. Insure with the F. D. I. C. 


Ariz. Const., Art. 14, sec. 11 

Ark. Stat. Ann., secs. 67-312, 67-315 (1947) 

Minn. Stat. Ann., secs., 48.03, 48.033, 300.27 (Supp. 1956) 

Miss. Code Ann., secs. 5266, 5280 (1942) 

Mont. Rev. Codes Ann., sec. 5-401 (1947) 

S. Dak. Const., Art. XVIII, sec. 3; Code, secs. 6.0435, 6.0436 
(1989) 

Vt. Stat., secs. 8863, 8864 (1947). 


2. Insure with the F. D. I. C. and Give Public Notice of 
Termination of Liability. 


Calif. Fin. Code, secs. 3135, 3136, 3138, 3138.5 (Deering 1951) 
Colo. Rev. Stat., secs. 14-1-48, 14-5-11 (1953) 

Okla. Stat. Ann., tit. 6, secs. 68b, 68c 

Wash. Rev. Code, sec. 30.12.140 (1951) 

Wyo. Comp. Stat. Ann., secs. 35-510—35-514 (1945) 


3. Give Public Notice of Termination of Liability 


Ind. Stat. Ann., sec. 18-1902 (Burns 1950) 

Ky. Rev. Stat., sec. 287.360 (1953) 

Me. Rev. Stat., c. 59, sec. 126 (1954) 

Md. Code Ann., Art. 11, secs. 97, 98 (Flack 1951) 

Mass. Laws Ann., c. 172, sec. 24 (Recomp. 1948) 

Mich. Stat. Ann., secs. 23.777, 23.790, 23.791, 23.1025, 23.1037, 
23.1038 (Rev. 1943) 
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N. H. Rev. Stat. Ann., sec. 390:10 (1955) 
N. Y. Banking Law, secs. 99, 113-a, 113-b 
N. Dak. Laws 1953, S. B. 52 


4. Maintain unimpaired surplus equal to aggregate par value 
of common capital, or give public notice of termination of lia- 
bility. 

Pa. Stat. Ann., tit. 7, sec. 819-614 (Purdon, perm. ed.) 


5. Maintain unimpaired surplus equal to 50 per cent of au- 
thorized capital, or insure with the F. D. I. C. 


W. Va.Code Ann., sec. 3138 (1955) 


6. Maintain unimpaired surplus equal to common stock or 
insure with the F. D. I. C. 


Fla. Stat. Ann., sec. 659.13 (Supp. 1956) 


7. Insure with the F. D. I. C., or provide some other form of 
_ insurance to the extent of double liability. 


Ore. Const., Art. XI, sec. 3; Rev. Stat. secs. 711.500, 711.505 
(1955) 


The individual shareholder's liability still imposed by the 
25 states listed in the foregoing table is spoken of in banking 
circles as qualified individual liability (Arizona, for example, 
now imposes qualified double liability. Prior to last September 
it was the last of the states still imposing unqualified double lia- 
bility.) In Arkansas, Oregon and South Dakota qualified lia- 
bility is imposed on all bank shares. In the other states it is 
imposed only on shares issued prior to the date specified in the 
applicable statute—and, of course, it does not apply to those 
shares if the conditions specified in the statute and summarized 
in the table have been met. 

Even if a bank has not met these conditions, the chances of 
its shareholders becoming subject to a stiff assessment in the 
event of its failure are minimized if the bank is a member of 
the Federal Deposit Insurance Corporation. ° 

Since 1938, the Federal Deposit Insurance Act has contained 
the following provision: 
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Provided, That, with respect to any bank which closes after 
May 25, 1938, the [F. D. I. C.]. . . shall waive, in favor only of any 
person against whom stockholders’ individual liability may be 
asserted, any claim on account of such liability in excess of the 
liability, if any, to the bank or its creditors, for the amount unpaid 
upon his stock in such bank. . . . 52 Strat. 442 (1988), 12 U. S. C., 
sec. 264 (1)(7); repealed and reenacted by 64 Srar. 873 (1950), 
12 U. S. C., sec. 1821(g). 


In other words, even though the shareholders of a failed 
F. D. I. C. member bank might be subject to individual liability 
under applicable state law, the F. D. I. C., upon paying insured 
deposits to the depositors and becoming subrogated to their 
rights against the bank to the extent of such payment, waives 
their claims against the shareholder. 

Subject to all the above, double liability and triple liability 
too are dead. Requiescat in pacel 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 





Circuit Court Rules on Federal Deposit 
Insurance Assessment 


The United States Court of Appeals in the Seventh Circuit 
has handed down a decision involving four separate issues that 
arose in connection with Federal Deposit Insurance under both 
the 1935 and the 1950 Acts. The issues concerned reciprocal 
deposit accounts, uncollected cash items in process of collection 
on the base day, contract reserve accounts and payroll deduc- 
tions. The findings on all of these issues are of importance to 
banks and bank attorneys and the part of the decision involving 
the treatment of contract reserves is of particular interest. 

The Continental Illinois National Bank and Trust Company 
took the position in the case which was brought by the F.D.I.C. 
that under the Federal Deposit Insurance Act of 1935 contract 
reserve accounts were excludible from the Bank's tax base. 
Under that Act a taxable deposit was defined in part as “The 
unpaid balance of money or its equivalent received by a bank 
in the usual course of business and for which it has given or is 
obligated to give credit to a commercial, checking, savings, 
time or thrift account.” The F.D.I.C. maintained that under the 
contract reserve agreements with various dealer-customers of 
the bank, the bank was “obligated to give credit” and that the 
reserve account was a commercial account because it arose out 
of a commercial transaction. 

The Court of Appeals ruled in favor of the bank. It pointed 
out that the reserve account (that is, the 10% withheld from the 
purchase price of dealer paper to secure the balance due under 
the sales contract between the dealer and the purchaser) did 
NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 536.5. 
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not fall within the statutory definition because it created in both 
the bank and the dealer a right which was only conditional. 
Moreover, this was not a commercial account since it was not 
an account that could be utilized by the dealer in the course of 
trade or commerce. 

It should be noted that the Court specified in this decision 
that it disagreed with a contrary holding of a federal district 
court on this point in the case of Industrial Bank of St. Louis 
v. F.D.LC., 93 F.Supp. 916, 68 B.L.J. 149. Also it should be 
noted that the 1950 amendment to the Act excluded contract 
reserve accounts from the F.D.I.C. tax base (See 12 U. S. Code 
Sec. 1817). Federal Deposit Insurance Corporation v. Con- 
tinental Illinois National Bank and Trust Company, United 
States Court of Appeals, Seventh Circuit, 245 F.2d 567. The 
opinion of the court is as follows: 


MAJOR, C.J.—Plaintiff, Federal Deposit Insurance Corporation 
(sometimes referred to as FDIC), is a corporation duly organized and 
existing under and by virtue of an Act of Congress of the United States 
as amended by the Act of August 23, 1985 (Title 12 U.S.C.A. § 264) and 
again by the Act of September 21, 1950 (Title 12 U.S.C.A. § 1811 et seq.), 
designated as the Federal Deposit Insurance Act. Defendant, Continental 
Illinois National Bank and Trust Company of Chicago (sometimes re- 
ferred to as Continental), is a duly chartered and organized national 
banking association with its principal place of business in the City of 
Chicago, Illinois, and at all times pertinent to the instant suit was an 
insured member bank as defined by Title 12 U.S.C.A. § 18183. 

The present action was instituted to recover assessments, for the 
period from July 1, 1948 through June 30, 1953, alleged to be due from 
defendant under the statutes relating to federal deposit insurance. 
Numerous items were placed in issue by the pleadings, all but four of 
which were settled by agreement of the parties. On these a trial was 
had by the court upon a party stipulation, together with documentary and 
oral testimony. The court, in conformity with its findings and conclu- 
sions, entered judgment in favor of plaintiff on two of such items and in 
favor of defendant on the remaining items. Each of the parties appeals 
from that portion of the judgment adverse to it. 

An insured bank is, under the Act, made liable for assessments, the 
base for which is its deposits, as the latter term is defined and con- 
templated by the Act. All the items in dispute involve the treatment 
to be accorded certain alleged deposits, that is, whether they constitute 
a portion of the base for assessment purposes. 
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The four items, giving rise to as many contested issues, are as follows: 

1. Whether in case of reciprocal deposit accounts with other banks 
defendant's liability for assessments under the Federal Deposit Insurance 
Act of 1935 is measured by the gross or net balance of the accounts. 

2. Whether under the Federal Deposit Insurance Act of 1950 defen- 
dant was entitled to deduct from the amount of its total deposits the 
amount of various uncollected cash items in process of collection on the 
“base day.” This item includes government bonds, cashed by defendant 
on the assessment date but neither collected nor credited to deposit 
accounts on that date. 

8. Whether the amounts of credits arising under the so-called “con- 
tract reserve” account constituted deposits under the Federal Deposit 
Insurance Act of 1935. 

4. Whether the amounts of payroll deductions and taxes deducted 
by defendant from its employees’ salaries constituted trust funds or 
deposits within the meaning of the 1935 and 1950 Acts. 

In the district court, issues 1 and 2 were decided adversely to plain- 
tiff, while 3 and 4 were decided adversely to defendant. We shall 
discuss these issues in the order of their enumeration. 


Contested Issue 1 

Reciprocal accounts exist where two banks maintain deposit accounts 
with each other. Such accounts are termed “due to” and “due from” 
accounts. Defendant maintained reciprocal bank accounts with 26 large 
banks in 9 principal cities throughout the country. It is defendant's 
position that only the net amount, if any, due another bank constituted 
the measure of deposit liability and became a part of the assessment 
base. In contrast, plaintiff contends that the deposit of another bank 
in Continental is to be accorded the same treatment as any other deposit 
and that the gross amount of the deposit is the assessment base, irrespec- 
tive of the amount of Continental’s deposit in such other bank. 

The stipulation contains an illustration of the method Continental 
followed in handling reciprocal bank balances in computing its assess- 
ment base, as follows: “If bank ‘A’ had a deposit account in Continental 
of $250.00 and Continental had a deposit balance in bank ‘A’ of $100.00, 
Continental would include only the difference in its deposit liabilities 
for assessment purposes, namely $150.00. If the conditions were re- 
versed and bank ‘A’ had a deposit balance in Continental of $125.00 
and Continental had a deposit balance in bank ‘A’ of $300.00 Continental 
would not include any of the deposit due to bank ‘A’ in its deposit liabili- 
ties for assessment purposes.” 

The relevant portion of the 1935 Act as it pertains to the issue under 
discussion is contained in Sec. 264(h)(1), which provides among other 
things that the assessment base shall be determined by the “. . . amount 
of liability of the bank for deposits (according to the definition of the 
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term ‘deposit’ in and pursuant to paragraph (12) of subsection (c) of 
the section, without any deduction for indebtedness of depositors ).” The 
last named subsection states: “The term ‘deposit’ means the unpaid 
balance of money or its equivalent received by a bank in the usual 
course of business and for which it has given or is obligated to give credit 
to a commercial, checking, savings, time or thrift account . . ., together 
with such other obligations of a bank as the board of directors shall 
find and shall prescribe by its regulations to be deposit liabilities by 
general usage .. .”. 

This appears to be an appropriate point to take note also of the 1950 
Act, even though the issue is for decision under the terms of the 1935 
Act. Title 12 U.S.C.A. § 1817(a) contains, so far as it relates to the 
point under discussion, substantially the same language as that con- 
tained in the 1935 Act, with the following proviso: “Provided, That 
the bank (1) may deduct (i) from the deposit balance due to an insured 
bank the deposit balance due from such insured bank .. .”. Plaintiff 
makes much of the point that Congress by this proviso amended the law 
so as to allow a deduction not theretofore permitted by the 1935 Act. 
Otherwise, so it is suggested, there would have been no purpose on the 
part of Congress in adopting the proviso. The district judge rejected 
this reasoning and stated in a memorandum opinion “that the pertinent 
provisions of the 1950 statute merely clarified the previous statute.” 

No other court has decided the issue under discussion, so far as we 
are aware. The issue, therefore, must be determined from the statutory 
language, together with such aids to construction as may be available. 
It appears plain that the assessment base is the deposit liability of the 
bank but that this does not encompass all of a bank’s accounts even 
though labeled as deposits. It is the ordinary and usual deposits of a 
bank which measure its strength, its growth and development. The 
principal earnings are derived from its investment of such deposits. If 
a bank lends to a depositor, it receives interest on such indebtedness 
the same as though the deposit had been otherwise invested. In contrast, 
reciprocal deposits are for the convenience of the banks involved and 
their customers. They add nothing to the earnings of either bank 
except the bank which holds a net balance. If all the loanable assets 
of a bank were deposited in reciprocal accounts, it could not long survive. 

Congress defined a deposit as the money received by a bank in the 
“usual course of business.” Reciprocal deposits, in our view, are not 
thus received. This view is fortified by the fact that out of a total of 
13,600 insured banks in the country, not more than three to four hundred 
carried reciprocal accounts. In other words, out of all insured banks 
fewer than 3% maintained the character of deposits with which we are 
‘now concerned. 

Using the stipulated illustration heretofore noted, was the deposit 
liability of Continental to bank “A” $250.00, the amount of “A’s” deposit 
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with Continental, or was it $150.00, the difference between the amount 
of Continental's deposit with bank “A” and the latter’s deposit of $250.00 
with Continental? While we are far from experts in the refinements of 
the banking business, it borders on the fictional, so we think, to assert 
that Continentals deposit liability was more than $150.00, the difference 
between the two deposits. If “A” had $15.00 in his pocket which belonged 
to “B” and “B” $10.00 in his pocket which belonged to “A”, the latter's 
liability to “B” would be $5.00 rather than $15.00. Any other conclusion 
would ignore the realities of the situation, including the actual relation- 
ship existing between the parties. 

As might be expected, plaintiff places much reliance upon the 
language contained in Sec. 264(h) (1) which provides that deposits shall 
be included in the assessment base “without any deduction for indebted- 
ness of depositors.” Obviously, this language is of no benefit to plaintiff 
if the term “deposit” is accorded its usual and ordinary meaning. More- 
over, in the illustration used, bank “A” had no indebtedness to Contin- 
ental; the latter was indebted to bank “A” in the amount of $150.00. This 
amount Continental agrees would have been includible in its base for 
assessment purposes. 

Plaintiff relies upon its administrative interpretation of the statute, 
consistent with the position which it now takes. Defendant, however, 
has at no time acquiesced in such interpretation; in fact, it has consis- 
tently from the beginning urged the position which it now takes. In 
the view which we take of the purpose and intendment of the statute, 
we are not impressed with plaintiff's interpretative ruling. 

Plaintiff has a more plausible argument based upon the 1950 amend- 
ment which, as heretofore shown, expressly provided for the exclusion 
of a reciprocal deposit in another bank. Our attention is called to the 
legislative history relative to this amendment which indicates that 
Congress regarded the proviso as an amendment rather than as an inter- 
pretation of the previous statute. The district court expressed the view 
that the 1950 amendment was merely a clarification of the previous 
statute. We think it not of controlling importance whether the latter 
Act be treated as an amendment or a clarification. The fact is that a 
controversy existed between plaintiff and defendant (as well as other 
banks) relative to the issue under consideration, and to resolve such 
controversy Congress added the proviso. By such action Congress 
recognized the soundness of defendant's position. How ever the 
proviso be characterized, the doubt theretofore existing was resolved. 
Nothing was accomplished other than to make certain that which pre- 
viously had been matter for stautory interpretation. 

More important is the treatment accorded reciprocal bank balances 
by other federal agencies. The Federal Reserve Bank, like plaintiff, was 
an agency of the Federal Reserve System. The Federal Reserve Bank 
instructed its members carrying reciprocal accounts to report only the 
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net balances of such accounts. The Comptroller of the Currency also 
called for a report of only the net balances of reciprocal deposits. We 
think, contrary to plaintiff's contention, that this evidence was properly 
admitted. Certainly it shows a recognition by these agencies of the 
actual relationship existing between banks with reciprocal accounts. 
More than that, the rulings are consistent with and lend support to the 
view that such deposits are not received in the “usual course of business,” 
and that the bank receiving such deposits incurs liability only to the 
extent of the net balances of such deposits. We agree with the holding 
of the district court on this issue. 


Contested Issue 2 

This issue relates to cash items, that is, checks, drafts and other 
instruments providing for the payment of money which a reporting 
bank received in the regular course of business and paid or credited 
conditionally to a deposit account. These items are called “float” and, 
in a bank the size of defendant, many thousands are handled each day. 
The period involved is from 1950 to 1954. 

The 1935 Act provided for an assessment base consisting of the aver- 
age daily deposits at the end of each calendar day for six months, deduct- 
ing, however, “the total of such uncollected items as are included in 
such deposits and credited subject to final payment.” The 1950 Act 
changed the assessment provision so as to simplify the work of the banks 
incident to the ascertainment of the average deposit liability during the 
semiannual periods. There were designated as base days March $1 and 
June 30 for the first and September 30 and December $1 for the second 
semiannual period. Two methods were provided for computing the 
amount of such deposits, that is, the (aa) method and the (bb) method. 
Defendant utilized the former, which provides that the reporting bank 
may deduct cash items as determined “by multiplying by 2 the total of 
the cash items forwarded for collection on the assessment base days 
(being the days on which the average deposits are computed) and cash 
items held for clearings at the close of business on said days, which are 
in the process of collection and which the bank has paid in the regular 
course of business or credited to deposit accounts.” Sec. 1817 of the 
1950 Act. 

The items here involved are only those “forwarded for collection.” 
Plaintiff in its brief classifies such items as follows: 


“1. Cash items received and forwarded prior to the base day. 

“2. Cash items received prior to the base day and forwarded 
on the base day. 

“3. Cash items received on the base day and forwarded on 
the following day.” 
The items in class I were received after the close of business on a 
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Friday and forwarded for collection on Saturday or Sunday preceding 
Monday, a base day, but remained uncollected on that day. The items 
in class 2 were received in the interim between the closing of the bank on 
Friday and the opening of the bank on Monday, but not forwarded for 
collection until the latter day. The items in class 3 were received on 
Monday but not completely processed and forwarded until the following 
day. All of the items in the three classes were conditionally credited on 
Monday, the base day. 

Upon receipt of a “float” deposit, the bank issued a slip which 
provided in effect that the deposit was conditional, with the right 
reserved to refuse to honor or pay checks drawn against such deposit. 
It was also provided that items received for collection after regular 
banking hours might be treated by the bank as a deposit or collection 
of the succeeding business day. 

The class 2 items are clearly deductible. They were forwarded for 
collection on base days and are in compliance with the literal language 
of the statute. Plaintiff in its brief states: 


“The items in this category meet the requirement of the 
statute of being forwarded for collection on the assessment base 
day, but they do not meet the requirement of the regulation that 
they must have been received on the base day. We must, there- 
fore, consider whether the regulation is consistent with the statute.” 


Plaintiff makes the feeble argument that a regulation promulgated in 
1950 required that the items be both received and forwarded on base 
days. This regulation, insofar as it required receipt of such items on 
base days, is in effect an amendment of the statute, it is inconsistent 
therewith and in that respect is void. 

Class 1 and class 3 items present a more difficult problem. As noted, 
the former includes items both received and forwarded on Saturday or 
Sunday preceding a base day but which remained uncollected on the 
base day and for which the depositor had not previously received credit. 
Class 3 items were received on the base day but not processed and for- 
warded until the following day. The depositor, as to this class of 
items, received only a conditional credit on the base day. 

The controversy as to class 1 and class 3 items depends upon an 
interpretation of the term “base days” as employed in the statute. Plain- 
tiff made no attempt to interpret or define “base days” until it promul- 
gated a regulation in 1954, entitled “Periods of Deductions for Uncol- 
lected Items.” (Sec. 327.1(a) of the 1954 Regulations.) The regulation 
provided: 


“The term ‘base day’ shall be the period of time beginning 
with the time of the closing of the books of the bank on the last 
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business day immediately preceding the assessment base day to 
the time of the closing of the books of the bank on the base day 
according to the normal practice of the bank. Holidays and other 
nonbusiness days intervening between the preceding business day 
and the base day are a part of the base day.” 
Paragraph (f) of the same section of the regulation provided: 
“A cash item shall be deemed to have been forwarded for 
collection on the base day if it has been received for collection on 
the base day and has been either forwarded for collection on that 
day or is in the process of forwarding in accordance with the 
normal procedure of the bank, even though the item may be in 
the possession of the bank at the time of the closing of the books 
on the base day.” 


It is plain that class 1 items are now deductible under paragraph (a) 
and that class 3 items are now deductible under paragraph (f) of the 
regulation. This much appears to be conceded because plaintiff's suit 
covers only the period between the amendment of the Act in 1950 and 
the promulgation of the 1954 regulation. 

Plaintiff contends that the term “base day” as used in the statute 
should be interpreted to mean a calendar day, that is, the time from 
one midnight until the next. Any merit in this contention appears to be 
dissipated from the fact that plaintiff in 1954 defined “base days” in the 
manner above shown with any change by Congress in the statutory lan- 
guage. Ifa base day meant a calendar day in 1950, it must have meant 
the same in 1954. If it encompassed only a calendar day when the amerd- 
ment was enacted, we think a serious question would be raised as to the 
validity of the 1954 regulation which defined a base day as including 
Saturdays and Sundays prior thereto, as well as the day following as 
to certain designated items. 

In any event, the 1954 regulation constitutes a recognition on the 
part of plaintiff of the unreasonable limitation which it would have us 
place upon the meaning of “base day” as used in the statute. The 
situation before us is an apt illustration. If defendant had permitted 
the accumulation of all cash items between the time it closed its bank 
for business purposes on Friday until it opened on Monday (a base day) 
and had forwarded such items on that day, there could be no question as 
to their deductibility. To hold that they are not deductible because 
the bank, in keeping with efficiency and sound banking practices, main- 
tained a force for the purpose of forwarding such items on Saturday and 
Sunday, is barren of any logic, as plaintiff's 1954 regulation appears to 
recognize. 

Much is said as to whether the 1954 regulation should be applied 
retroactively so as to cover the items in issue. Defendant argues in the 
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affirmative, plaintiff in the negative. We think this issue need not be 
resolved. If plaintiff had the authority in 1954 to interpret the statute 
as it did, we think a court has the authority to place a like interpretation 
upon the statute during the period from 1950 to 1954. In Manhattan 
General Equipment Co. v. Commissioner, 297 U.S. 129, at page 135, 56 
S.Ct. 400, 397, 80 L.Ed. 528, it was contended that an amended regulation 
was void because it was retroactive. The court rejected the contention, 
but in doing so made the following pertinent observation: 


“Since the original regulation could not be applied, the 
amended regulation in effect became the primary and controlling 
rule in respect of the situation presented. It pointed the way, for 
the first time, for correctly applying the antecedent statute to a 
situation which arose under the statute.” 


Included in contested issue 2 are government bonds cashed on base 
days and held by defendant for collection at the close of such days. 
It is urged that such bonds are not “cash items,” and that a distinction 
should be drawn between them and checks and bank drafts. We are 
not impressed with this argument. In our view, all the items included 
in contested issue 2 were deductible. 


Contested Issue 3 

A brief statement of the facts will suffice to bring into focus the 
issue for decision. In financing installment paper defendant purchased 
sales contracts from a customer (a dealer engaged in selling retail 
merchandise on credit to a person sometimes called the buyer), without 
recourse, under an agreement which provided for remittance to the 
customer of 90% of the amounts owing under such contracts (less 1/g of 
1% cash discount), and crediting the remaining 10% to an account set 
up on defendant's books and designated as the customer's “Contract 
Reserve.” The agreement referred to the “Contract Reserve” as a 
deposit credited to the customer to be used in accordance with the 
terms of the agreement. In brief, the “Contract Reserve” account was 
utilized as a means of securing the defendant for the balance due on 
the sales contract made between the buyer and the dealer and sold and 
assigned by the latter to defendant. The agreement between the 
customer (dealer) and the bank provided that the reserve account 
should be maintained at a specified level. When below that level, the 
difference was to be made up by the customer; when above the level, 
and then only, the customer was entitled to draw on the account. In 
practice, only credit was extended to the buyer, no withdrawal was 
permitted. 

As relating to the question for decision, it can be stated that the 
sole purpose of the arrangement between the customer and the bank 
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was to secure the latter, and this was accomplished by withholding 
10% of the contract purchase price. If the buyer satisfied his obligation, 
the 10% belonged to the customer. If, however, there was a default 
in payment by the buyer, the bank could utilize the reserve account to 
the extent necessary to prevent any loss on its part. 

The asserted liability is for a period prior to 1950, when the Act 
was amended in a manner which apparently provided that the alleged 
deposits under discussion are excludible from the tax base. The ques- 
tion, therefore, must be decided under the 1935 Act. 

The district court decided this issue adversely to defendant. In our 
view, this was error, notwithstanding there is some authority, to which 
we shall subsequently refer, which furnishes support for plaintiff's posi- 
tion. In connection with our discussion, under contested issue 1 we 
have set forth the statutory definition of an assessment base as being 
the “. . . amount of liability of the bank for deposits,” as well as the 
definition of the term “deposit.” 

Plaintiff in its brief under the present issue has set forth the statutory 
definition of “deposit” by breaking it down into separate phrases which 
we think pertinent even though it amounts to repetition. The statutory 
definition thus treated is as follows: 


“(a) “The unpaid balance’ 

“(b) ‘of money or its equivalent’ 

“(c) ‘received by a bank’ 

“(d) ‘in the usual course of business’ 

“(e) ‘and for which it has given or is obligated to give credit’ 

“(£) ‘to a commercial, checking, savings, time or thrift 
account.’” 


In our view, the credit extended to the reserve account (that is, the 
10% withheld from the purchase price (does not fall within the terms 
of the statutory definition because it created in both the customer and the 
bank a right which was only conditional. Whether the customer could 
utilize this credit depended solely upon performance by the buyer. If 
the buyer performed his obligation, the purpose for which the so-called 
deposit was made was accomplished; in that event, the 10% belonged 
to the customer. On the other hand, in case of default on the part of 
the buyer, the 10% deposit became that of the bank. As we have 
noted, this was the purpose of the arrangement between the customer 
and the bank. 

We are unable to discern how it can be held that the credit extended 
to the reserve account can be characterized as “money or its equivalent 
received by a bank.” It must be certain that the bank received no 
money from the customer, that it received only the contract which it 
purchased. Can such a contract be considered as the “equivalent” of 
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money? We think the answer must be in the negative. If the contract 
be held as the equivalent of cash, we see no reason why the bank should 
not have paid the customer its face value rather than 90%. It may 
be that the bank by paying 90% of the face value of the contract 
recognized it as the equivalent of cash to that extent. By the same 
token, however, both the bank and the customer recognized the contract 
to the extent of the 10% withheld as not the equivalent of cash. 

Another serious question is whether defendant was obligated to 
give credit “to a commercial, checking, savings, time or thrift account.” 
Obviously, the last four named forms of accounts are without application. 
Plaintiff appears to so recognize but argues that the reserve account 
was a commercial account because it arose out of a commercial trans- 
action. That is a non sequitor. We suppose it is true that the account 
had its genesis in a commercial transaction but it could not be utilized 
by the customer in the course of trade or commerce. 

At the risk of being repetitious, we again point out the absence of 
liability upon defendant at the inception of a credit to the reserve 
account. In any event, it is our view that when Congress predicated 
the assessment base upon the “amount of liability of the bank for 
deposits,” it encompassed only such deposits as imposed upon the bank 
an unconditional liability and which conferred upon the depositor an 
absolute right to be paid the amount of his deposit either upon demand 
or upon such conditions as might be imposed in connection with the 
deposit. That certainly is true as to the “checking, savings, time or 
thrift account” enumerated in the statutory definition of “deposit.” We 
see no reason why it should be less true as to the remaining classification, 
that is, “commercial.” 

Plaintiff cites and relies heavily upon Industrial Bank of St. Louis v. 
Federal Deposit Ins. Corp., D.C.E.D.Mo., 93 F.Supp. 916, 918. Defen- 
dant attempts, without much success, to distinguish the situation there 
involved and that here. While the case supports plaintiff's position, 
we do not agree with either the reasoning or the result. Neither do we 
agree that Union Electric Light & Power Co. v. Cherokee Nat. Bank of 
St. Louis, 8 Cir., 94 F.2d 517, strongly relied upon by the court in the 
Industrial Bank case, is authority for the result reached. In the Cherokee 
case there was a special arrangement between the depositor and the 
bank by which the bank incurred a fixed obligation to pay. The court 
held there was a special deposit impressed with a trust in favor of the 
depositor. It is not claimed in the instant case that the reserve account 
was impressed with a trust provision of the statute, which will be 
referred to under contested issue 4. 


Contested Issue 4 


This issue involves money withheld by defendant from salaries and 
wages of its employees for the following purposes: (1) payment of 
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federal income taxes on employees’ salaries; (2) payment of employees’ 
share of federal social security taxes; (3) payment of employees’ contribu- 
tions to group life insurance premiums, and (4) purchase of government 
securities for employees. The period involved is from July 1, 1948 
through June 30, 1953. The statutory definition of the term “deposit” 
both in the 1985 and 1950 Acts includes “trust funds held by such bank 
whether retained or deposited in any department of such bank.” While 
the 1985 Act contained no definition of “trust funds,” such a definition 
was provided in the 1950 Act (Title 12 U.S.C.A. § 1813(p) ), as follows: 


“The term ‘trust funds’ means funds held by an insured bank 
in a fiduciary capacity and includes, without being limited to, 
funds held as trustee, executor, administrator, guardian, or agent.” 


We think these withholdings were held by the bank as trust funds 
either with or without the aid of the statutory definition provided in 
the 1950 Act. By agreement with their employees such funds were held 
for specified purposes and the bank was under obligation to apply 
them in accordance with the agreement. But whether trust funds or 
not, they were deposits within the meaning of the statute. It is true, 
as defendant points out, that such funds do not represent cash received 
from the employees; however, the withholdings were the equivalent of 
cash. The situation is the same as though the amounts withheld had been 
paid to the employees and returned by them to the bank to be used by 
it for the purposes indicated. The point is that the bank incurred a 
liability for such funds which was absolute, in contrast to a contingent 
liability as existed under contested issue 83. We agree with the ruling 
of the district court on this issue. 

The judgment is affirmed in part and reversed in part, with directions 
that it be vacated and a judgment entered in accordance with the views 
herein expressed. More specifically, the judgment is affirmed as to 
contested issues 1, 2 and 4, and is reversed as to contested issue 3. 


NOTE CONCERNING COMMISSIONS AND 
USURIOUS LOANS 


An annotation appearing in 52 A.L.R.2d 703 (1957) deals 

with the subject of commissions and usurious loans. The intro- 

_ duction indicates “The question to be considered is the effect 

of the payment by the borrower of a commission or bonus to an 

agent through whom a loan is negotiated, upon the question 
whether the transaction, taken as a whole, is usurious.” 








Bank Not Liable for Paying Five Month Old Check 
After Expiration of Stop Payment Order 


A rather unusual case has been decided by a New York 
court. The facts were clear. On June 6 a depositor drew and 
delivered a check on the defendant bank. The check was dated 
June 9th and on that day the depositor executed a stop pay- 
ment order which was effective for three months unless renewed. 
The order was not renewed and the bank paid the check on 
November 7th. The court ruled simply that the bank was not 
negligent in making payment because the stop order had not 
been renewed and because the depositor knew that the ex- 
clusive way of stopping payment was by written request which 
would be effective for only three months unless renewed. 


This ruling seems to be straightforward except for the fact 
that two judges dissented. They took the position that when the 
depositor made its stop payment order effective for only three 
months there was an indication that a reasonable time for pre- 
sentation of a check was during that three month period after 
its date of issue. Therefore, it was at least a question of fact 
as to whether a check presented five months after its issue date 
was presented within a reasonable time. Feller v. Manufactur- 
ers Trust Company, Supreme Court of New York, Appellate 
Division, 163 N.Y.S.2d 512. The opinion of the court is as 
follows: 


MEMORANDUM BY THE COURT. 


Appeal by permission of this court from an order of the Appellate 
Term which affirmed a judgment of the Municipal Court of the City 
of New York, Borough of Brooklyn, entered on a jury verdict in favor 
of respondent. Respondent sued to recover damages alleged to have 
been sustained when appellant paid a check drawn on it by respondent. 

Order reversed on the law and complaint dismissed, with costs in all 
courts. The findings of fact are affirmed. 

No negligence can be attributed in honoring the check five months 
after it was made. Respondent, as depositor, had executed a stop- 
payment order in accordance with an agreement between the parties 
that payment of the check through error, inadvertence or oversight would 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) 
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not render the appellant liable and that the order should not be effective 
for more than three months unless renewed by a new written request, 
which renewal would not be effective for more than three months from 
the date of its receipt. It was also agreed that the “exclusive” was of 
stopping payment should be by written request of the depositor which 
should not be effective for more than three months from date of receipt 
unless renewed by a new written request. Accordingly, appellant could 
not be held liable for payment after expiration of the order, which had 
not been renewed. Appellant was authorized to pay unless there was 
such renewal. The issue was one of law on the undisputed facts 
(Commercial Nat. Bank of Syracuse v. Zimmerman, 185 N.Y. 210, 217, 
77 N.E. 1020, 1022; Zaloom v. Ganin, 72 Misc. 36, 129 N.Y.S. 85, affirmed 
148 App. Div. 892, 182 N.Y.S. 1151). 

WENZEL, Acting P. J., and MURPHY and HALLINAN, JJ., concur. 

BELDOCK, J., with whom KLEINFELD, J., concurs, dissents and 
votes to affirm, with the following memorandum: On June 6, 1952, re- 
spondent drew a check dated June 9, 1952, on appellant and delivered 
it to a third person. On June 9th respondent stopped payment on the 
check, the order being effective for three months unless renewed. The 
stop-payment order was not renewed. On November 7, 1952, the check 
was honored by appellant. 


In this action to recover the amount of the check on the ground that 
appellant was negligent in having paid the check five months after its 
issue date, the trial court submitted to the jury the question whether the 
delay of five months was such an unreasonable time as to put appellant 
on notice to make inquiry “whether there was anything wrong with the 
check.” The jury found for respondent and the Appellate Term affirmed. 

When appellant made its stop-payment order good for only three 
months, it thereby indicated that the usual reasonable time for presenta- 
tion of a check was during that period after its date of issue. Under 
these circumstances, it was at least a question of fact as to whether a 
check presented five months after its issue date was presented within a 
reasonable time. 


BOOKLET ON RESPONSIBILITIES OF 
BANK DIRECTORS 


The New York State Banking Department has published a 
- booklet entitled “The Bank Directors’ Responsibility: A High 
Public Service.” The booklet, which contains pertinent excerpts 
from New York State laws affecting the function of directors, 
discusses generally the duties and obligations of bank directors. 





Drawee Bank Prevails Over Collecting Bank in 
Indorsement and Ratification Case 


A widow appointed Benson to manage some of the affairs 
of her deceased husband, granting to him by a power of attorney 
the authority to sell certain real estate, negotiate loans and 
handle other matters. Benson opened an account with the 
collecting bank although he was not authorized to do so. When 
the widow's real estate was sold Benson indorsed the widow's 
signature on the check received in payment without her knowl- 
edge and deposited the check in the unauthorized account. 
Later he withdrew this money and shortly thereafter “began 
serving a prison sentence for an unrelated Federal offense.” 

The widow brought suit against the title company which 
had given its check to Benson as the result of the sale of the 
property. That suit was settled for $7,500 although the check 
had been for $9,300. As part of the settlement the widow as- 
signed both her rights to the check and to the proceeds from 
the sale of property to the title company which, upon reimburse- 
ment from the drawee bank, assigned these rights to that bank. 
The bank in turn brought suit against the collecting bank where 
Benson had deposited the check. The collecting bank had 
guaranteed all prior indorsements on the check when sending 
it for collection. 

The court ruled that the collecting bank was liable to the 
drawee bank for the entire $9,300. It was liable under the ap- 
plicable Pennsylvania statutes on its indorsement of the forged 
signature. The court pointed out that Benson had no authority 
either to set up an account in the collecting bank or to indorse 
the widow's name on the check. Further, although the collect- 
ing bank claimed the widow knew the money had been collected 
and the check negotiated and therefore impliedly ratified Ben- 
son’s actions, the court ruled that there had been no ratification 
since the widow did not have full knowledge of his actions. 

It is of interest to note that although a settlement of only 
$7,500 was made by the title company with the widow, the 
drawee which was the assignee of the title company was, over 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 702. 
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the objections of the collecting bank, permitted to collect $9,300 
from the latter. The reason for this was that the drawee bank 
sued both as a drawee and as the recipient of the rights of the 
widow to the proceeds of the sale. Provident Trust Company 
of Philadelphia v. Interboro Bank and Trust Company, Supreme 
Court of Pennsylvania, 133 A.2d 515. The opinion of the court 
is as follows: 


MUSMANNO, J. —On June 28, 1951, Arthur Benson obtained from 
Mrs. Cora V. Savidge, whom he had known for 25 years, a power of at- 
torney to sell her Lansdowne property, manage the business of her de- 
ceased husband, invest funds, negotiate loans and accomplish other 
business matters not necessary to relate here. On July 6, 1951, he en- 
dorsed Mrs. Savidge’s name without her knowledge to a judgment note 
and borrowed $6,000 on it from the Interboro Bank & Trust Company. 
With this money he opened an account in that bank in her name. He 
then withdrew from the account $5,049.63. 


A week later he attended the settlement closing of the sale of Mrs. 
Savidge’s Lansdowne property at the office of the Commonwealth Title 
Company, which turned over to him its check payable to Mrs. Savidge 
in the amount of $9,300.32 due her as grantor. The check was drawn on 
the Provident Trust Company of Philadelphia, the plaintiff in this law- 
suit. Benson endorsed (again without her knowledge) the name of 
Mrs. Savidge to this check and deposited it in the account he had opened 
in her name in the Interboro Bank. The Interboro Bank negotiated, 
transferred, and delivered the check to the Federal Reserve Bank of 
Philadelphia which delivered it to the Provident Trust Company and 
received from the Provident Trust the amount of the check which the 
Reserve Bank then turned over to Interboro. Provident then charged 
the account of Commonwealth Title with the amount of the check. 

When Benson deposited the $9,300 check in the Interboro Bank on 
August 1, 1951, Mrs. Savidge’s account at that time was already over- 
drawn in the amount of $35.12. With the depositing of the $9,300, Inter- 
boro collected the $6,000 it had loaned to Benson on the assumption it was 
going to Mrs. Savidge. By the end of August, 1951, the entire amount 
deposited by Benson had been withdrawn, save $33.17. 

It was not until April, 1952, that Mrs. Savidge became aware of 
Benson’s duplicities and illegal transactions. In that month Benson began 
serving a prison sentence for an unrelated Federal offense. Mrs. Savidge 
now employed counsel to represent her and she learned, inter alia, of 
the existence of the account in her name in Interboro, of the $6,000 and 
$9,300 deposits made in her name, and the ensuing withdrawals. She 
brought suit against the Commonwealth Title Company for the proceeds 
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from the sale of her property, asserting that the Title Company had no 
authority to pay to Benson the money due her. The Title Company 
settled this lawsuit upon payment of $7,500 to Mrs. Savidge who then 
assigned to the Title Company all her rights to proceeds in the Lans- 
downe property transactions as well as her rights to the $9,300 check 
issued by the Title Company. The Title Company reassigned these rights 
to the Provident Trust Company which, in its dual position as assignee 
of Mrs. Savidge’s rights, and as drawee bank, brought suit against the 
Interboro Bank for the amount it had paid to the Federal Reserve Bank, 
it having reimbursed its depositor’s (Title Company) account for the 
amount charged against it. 


Upon filing of Answer, the case was heard by the Court of Common 
Pleas of Delaware County without jury and verdict was rendered in 
favor of the plaintiff in the sum of $11,981.82. The defendant appealed. 


It is the position of the plaintiff, Provident Trust, that the Interboro 
Bank, as the collecting bank, which, by its endorsement guaranteed all 
prior endorsements, was liable to Provident for the $9,300 paid by 
Provident. This position is a sound one. We said in the case of Land 
Title Bank & Trust Co. v. Cheltenham National Bank, 362 Pa. 30, 66 
A.2d 768, 770: 


“The applicable rule of law is so firmly settled that it needs no 
elaborate citation of authorities to support it. If a check is made 
payable to the order of a person named therein the absolute duty of 
a bank honoring the check is to pay only to that payee or accord- 
ing to his order, and no amount of care to avoid error will protect 
it from liability if it pays to a wrong person; it must ascertain and 
act upon the genuineness of the indorsement at its peril. Section 23 
of the Negotiable Instruments Law of 1901, P.L. 194, 56 P.S. § 28, 
provides that “When a signature is forged or made without the 
authority of the person whose signature it purports to be, it is 
wholly inoperative, and no right to retain the instrument, or to 
give a discharge therefor, or to enforce payment thereof against 
any party thereto, can be acquired through or under such signa- 
ture, unless the party against whom it is sought to enforce such 
right is precluded from setting up the forgery or want of authority.’ 
And the Act of April 5, 1849, P.L. 424, section 10, 56 P.S. § 29, 
which Act was not repealed by the Negotiable Instruments Law, 
Union National Bank v. Franklin National Bank, 249 Pa. 375, 94 
A. 1085; Market Street Title & Trust Co. v. Chelten Trust Co., 296 
Pa. 230, 145 A. 848, provides that where the signature of an indorser 
on a check is forged and the amount by reason thereof is erroneously 
paid, the payer shall be legally entitled to recover from the person 
previously holding or negotiating the same the amount so paid, 
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together with interest thereon from the time that demand shall 
have been made for repayment.” 


On the other hand, it is the position of Interboro that it has no liability 
in the matter because (1) Mrs. Savidge’s signature on the check was 
not a forgery; (2) that, under the authority of the power of attorney 
which she gave to Benson he had the right to sign her name; and that 
(3) she subsequently ratified his actions. We affirm what the lower 
Court said with regard to these first two propositions: 


“We feel that Benson was not ‘in fact’ authorized to indorse 
this check. The Power of Attorney authorized Benson ‘to deposit 
such funds in my account at the Bryn Mawr Trust Company or 
such other accounts as may be standing in my name.’ The Power 
contains two other references to Mrs. Savidge’s account in the 
Bryn Mawr Trust Company. Under the Power of Attorney, there 
is no authority in Benson to open new accounts in the name of 
Cora V. Savidge. Benson's entire dealings with the account of 
Cora V. Savidge in the defendant bank evidences the intention to 
conceal this account from Mrs. Savidge by the use of addresses 
for her to insure that she would receive no bank statements or 
other information pertaining to the account. There was no au- 
thority to deposit this check in a spurious account founded on the 
forged signatures of Mrs. Savidge. 


“The protective cloak of Section 4 of the Uniform Fiduciaries 
Act of May 31, 1923, P.L. 468 (20 P.S. § 3352) is only available 
to the defendant bank as a defense if the negotiable instrument ‘is 
endorsed by a fiduciary empowered to endorse such instrument 
on behalf of his principal.’ Benson was not in fact authorized or 
empowered to indorse the check and deposit it in defendant’s 
bank. Authority to collect does not carry with it the authority to 
indorse. Paton’s Digest of Legal Opinions, Vol. 2 page 2077; 94 
A.L.R. 562. In Byrne v. Dennis, 303 Pa. 72, at page 78 [154 A. 123], 
the court said ‘authority to receive the check from the association 
was not authority to indorse it; nor would the above mentioned acts 
give such agent authority to indorse appellant’s name on the check, 
present it to the bank for payment, and receive the money.” 


On the point of ratification the Interboro argues that since Mrs. 
Savidge knew that the money had been collected, she had to know that 
Benson had negotiated the check, which could only have been done 
by endorsement. But it was not established that Mrs. Savidge was aware 
of all the relevant circumstances, and it is only in such a situation that 
ratification results. Interboro believes that our decision in the case of 
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Savidge v. Metropolitan Life Insurance Co., 380 Pa. 205, 110 A.2d 730, 
732, substantiates its contention that Mrs. Savidge ratified Benson’s 
actions. In the Metropolitan Life Insurance Co. case Mrs. Savidge had 
sued the insurance company for proceeds of insurance policies which 
had been turned over by it to Benson. We there held that Mrs. Savidge 
was charged with ratification because after learning that the insurance 
company had paid out benefits under the policies she did not, for 17 or 
18 months, take any action to disavow Benson’s collections. Though that 
decision may have been relevant if we were considering here a suit 
against the Commonwealth Title Company, it cannot control the rights 
of Mrs. Savidge against the Interboro Bank which are vested in plaintiff 
trust company through assignment and cannot control the rights of the 
plaintiff company as drawee bank. We very clearly pointed this out in 
the Metropolitan Life Insurance Co. case, supra, as follows: 


“... there is no necessity to inquire into the authenticity of 
the signatures on the insurance checks or how Benson obtained the 
money from the bank account at the Bryn Mawr Trust Company. 
Those are matters to be settled between Benson, the Bryn Mawr 
Trust Cmpany and the plaintiff.” 


Finally, Interboro contends that in any event the plaintiffs recovery 
must be limited to $7,500, the amount of the loss actually sustained by 
the plaintiff's depositor, Commonwealth Title. But it is to be remembered 
that the Provident Trust Company, in addition to suing the drawee bank, 
is suing also as the assignee of the rights possessed by Mrs. Savidge to 
recover the $9,300 withdrawn from her account in Interboro without her 
authority. In Coffin v. Fidelity-Philadelphia Trust Co., 374 Pa. 378, 97 A.2d 
857, 863, 39 A.L.R.2d 625, we said: 


“The basic principle of law relied on by the plaintiffs is not 
disputed by the defendant bank to the effect that a bank by 
accepting a deposit guarantees that it will not pay the depositor’s 
money except (1) to the depositor or (2) to the payee named by 
the depositor in checks drawn on the bank or (3) to the person who 
by reason of a valid endorsement from the payee becomes entitled 
to such payment. This undertaking by the bank is contractual in 
nature, the relationship of depositor to bank being that of creditor 
and debtor, and the liability of the bank in the event of a breach 
of its guarantee is absolute; ‘. . . no amount of care to avoid error 
will protect it from liability if it pays to a wrong person; it must 
ascertain and act upon the genuineness of the endorsement at its 


peril... . 


In the instant case, Mrs. Savidge testified that the withdrawals were 
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not made with her authority nor made in her behalf. This was not con- 
tradicted by the defendant. The defendant argues that the plaintiff did 
not proceed on the theory of an assignee as well as drawee, but a reading 
of the Amended Complaint makes it clear that the Provident proceeded 
on both bases, and in paragraph 7 makes specific complaint with regard 
to the unauthorized payment of the proceeds of the check deposited with 
the defendant company. The fact that the Commonwealth Title paid 
only $7,500 for its assignment does not estop the assignee from collecting 
the full amount of the claim assigned. The Superior Court well said in 
this respect, in the case of Ertel v. McCloskey, 167 Pa.Super. 120, 74 
A.2d 652, 654: ; 


“Nor was the defense [lack of consideration] available to Mc- 
Closkey [the debtor]. The debtor may not question the motive 
or purpose underlying the assignment, or set up lack of considera- 
tion as a defense. 6 C.J.S. Assignments § 132. Since a chose in 
action may be the subject of a gift, Licey v. Licey, 7 Pa. 251, no 
consideration is necessary to the validity of an assignment. Bond v. 
Bunting, 78 Pa. 210.” 


Judgment affirmed. 
BELL, J., would limit recovery to $7,500 plus interest. 


ORAL AGREEMENT TO PROCURE LIFE INSURANCE 
BINDING ON LENDER 


An officer of a building and loan association orally agreed as 
part of a lending transaction to have life insurance written on 
the life of the borrower in the amount of the mortgage indebted- 
ness. Despite their agreement, the life insurance was not taken 
out and when the borrower died, the representative of his estate 
obtained a judgment to prevent the association from collecting 
any further payments on the mortgage. The court concluded 
that “The failure of the defendant home building and loan 
association to secure the policy of insurance constitutes a breach 
of contract, the measure of damage for which is the loss to the 
plaintiff's intestate occasioned by such breach. The defendant 
home building and loan association is estopped to insist upon 
payment of the loan or to sell the secured property upon 
failure of payment.” See Hester 0. 2.00000 Building 
and Loan Association, 98 S.E.2d 58. 








Maker of Notes Liable Individually 


A bank brought suit against a corporation and two persons 
whose signatures were affixed on two promissory notes as 
follows: 


“Corvette of Miami, Inc. (typed) 
“Hal Kaye (signature) (Seal) 
“Howard Betz (signature) (Seal) 


Judgment was entered on the notes in favor of the bank and 
Howard Betz appealed on the basis that he was not liable in- 
dividually since he had signed the notes only as a representative 
of the corporation. 


The court considered that Sec. 674.22, F.S. 1955, F.S.A. 
(Negotiable Instruments Law, Section 20) was pertinent. That 
section provides that: 


“Where the instrument contains or a person adds to his sig- 
nature words indicating that he signs for or on behalf of a prin- 
cipal, or in a representative capacity, he is not liable on the in- 
strument if he was duly authorized; but the mere addition of words 
describing him as an agent, or as filling a representative character, 
without disclosing his principal does not exempt him from per- 
sonal liability.” 


In ruling in favor of the bank the court indicated that Betz 
had signed the notes exactly as he would have if he had intended 
to bind himself individually and that since he had not followed 
the provisions of the statute which provided the means for him to 
escape liability as an individual, he was personally bound on the 
notes. Betz v. Bank of Miami Beach, Supreme Court of Florida, 
95 So.2d 891. The opinion of the court is as follows: 


O'CONNELL, J.—Appellant, Howard Betz, was one of the defendants 
in the court below. The Bank was the owner of two promissory notes 
which evidenced loans made by it. The notes were not paid on matur- 
ity and the Bank sued Corvette of Miami Inc., Hal Kaye and Howard 
Betz. Summary judgment was entered in favor of the Bank and Betz, 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1370. 
239 








240 THE BANKING LAW JOURNAL 


one of the defendants against whom such judgment was entered, has 
brought this appeal. 

The notes sued upon were executed on forms provided by the Bank. 
Each contained the words “. . . the undersigned jointly and severally 
promise to pay to the Bank of Miami Beach...” Each had the words 
“Corvette of Miami, Inc.” typed above the lines provided for signatures. 
Under the corporate name appear the signatures of Hal Kaye and Howard 
Betz. More graphically the notes were executed as follows: 


“Corvette of Miami, Inc. 
“Hal Kaye (Seal) 
“Howard Betz (Seal)” 


No preposition preceded the signatures of Kaye and Betz and no 
words followed to indicate that either Kaye and Betz signed the notes 
other than in their individual capacities. It is clear therefore that the 
only indication on the notes that Betz signed in a representative capacity 
rather than as an individual maker is the name “Corvette of Miami, Inc.” 
typed above the signatures of Kaye and Betz. 

Betz and the corporation filed an answer to plaintiff's complaint in 
which they admitted that the corporation, Corvette of Miami, Inc., had 
executed the notes, but denied that Betz had made, executed or delivered 
the notes as an individual. 

Both the Bank and Betz moved for summary judgment and filed 
affidavits in support thereof. From these affidavits it appears that Hal 
Kaye was president and Betz was secretary-treasurer of the above-named 
corporation. 


Betz raises two questions on appeal. They are: 
(1) Does the form of the note impose the liability thereof 
upon any person other than the corporation, as a matter of law? 
(2) May parol evidence be introduced to prove the intent 
of the parties as to whether liability extends to the signer of the 
notes as individuals? 


We are of the opinion that the notes as a matter of law impose 
liability as a maker on Betz. This makes it unnecessary for us to answer 
the second question posed by appellant, Betz, for his second question 
presupposes that the notes are ambiguous as to the liability of Betz. We 
do not find such to be the case. 

. At the outset we should make it clear that neither Kaye nor the 
corporation are parties to this appeal and we are not concerned with 
their liabilities under the notes in question. 

It is not disputed that Betz signed and intended to sign the note as 
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maker. The dispute is that Betz contends that he intended to sign as 
maker only in his representative capacity as secretary-treasurer of the 
corporation. The Bank contends that he signed and that it was intended 
that he sign as maker individually. 

Florida has adopted the Uniform Negotiable Instruments Law, 
Chapter 674, F.S.1955, F.S.A. There can be little question that the prime 
intention of the draftsmen of this law was to clear up confusion in, and 
to fix with certainty the rights and liabilities of holders, makers and 
endorsers of negotiable instruments. It seems quite reasonable that such 
was the intention of our legislature in enacting the law. 

There are two sections of Chapter 674, supra, which we must 
consider. 

At first glance Sec. 674.19(6) of the Act might appear to control and 
answer appellant's first question. Appellee Bank argues that it does. 
That section reads: 


“(6) Where a signature is so placed upon the instrument 
that it is not clear in what capacity the person making the same 
intended to sign, he is deemed to be an indorser.” 


However, the apparent weight of authority and what seems to us 
to be the better rule is that the above quoted section is not applicable 
to a situation such as now before us where the question is not whether 
one intended to sign as endorser or maker, but whether one intended to 
sign as maker for himself, or maker for another, by acting in a representa- 
tive capacity. 


In a case somewhat similar to the one before us the court said: 

“... in the present case there . . . is not a doubt whether he 
intended to sign as maker, indorser or guarantor, for it is clear 
from the location of the name he did not intend to sign as indorser 
or guarantor, but simply a doubt whether he intended to sign in 
an individual or in a representative capacity as maker. . . . The 
statute was passed to meet a case where it is doubtful from the 
instrument whether a man intended to become an indorser, not 
to make an indorser out of a person who, without doubt, intended 
to sign as maker, either individually or as representative of 
another.” Germania Nat. Bank of Milwaukee v. Mariner, 1906, 
129 Wis. 544, 109 N.W. 574, 575. 


The Wisconsin court in the last mentioned case ruled that this section 
was intended to settle doubt fairly arising from location of the name 
of a person, as where the signature is placed at the side, on the end or 
across the face of the instrument thus creating a doubt as to whether the 
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signer intended to be bound as maker or as endorser. See also the 
cases collected in 35 A.L.R.2d 1034. 

We are of the opinion that Sec. 674.19(6), supra, is not applicable 
to this case. 

We next must consider Sec. 674.22, F.S.1955, F.S.A. This section 
provides that: 


“Where the instrument contains or a person adds to his signa- 
ture words indicating that he signs for or on behalf of a principal, 
or in a representative capacity, he is not liable on the instrument 
if he was duly authorized; but the mere addition of words de- 
scribing him as an agent, or as filling a representative character, 
without disclosing his principal does not exempt him from personal 
liability.” 


We find only one case in which this Court has construed the effect 
of the above quoted section. It is not factually in point with this case 
for there the maker of the note and mortgage involved signed his name 
followed by the words, “as trustee only and not individually,” but 
neglected to disclose his principal anywhere in the documents. Spotford 
v. Hanna, 1931, 102 Fla. 261, 185 So. 536, 538. 

Nevertheless, in the Spofford case, this Court did adopt the view 
expressed by the Oregon court in Guthrie v. Imbrie, 1885, 12 Or. 182, 
6 P. 664, 672 as follows: 


“It is well settled that whether a principal, or his agent, is the 
party liable upon a promissory note or bill of exchange, must be 
ascertained from the instrument itself. All evidence dehors the 
instrument is to be excluded. Barlow v. Congregational Soc., 8 
Allen [Mass.] 460; Brown v. Parker, 7 Allen [Mass.] 337; Slawson 
v. Loring, 5 Allen [Mass.] 340, [81 Ann.Dec. 750]; Rendell v. 
Harriman, 75 Me. 497 ‘If it is left ambiguous on the face of the 
instrument whether they have so signed it, the construction most 
against the person signing should prevail.’” 


Appellee, the Bank contends that this last statement in the Spofford 
case is controlling. However, the question involved in this case is an 
important one and is of first impression in Florida. We therefore feel 
we should pursue the matter further. 

In the case of Lazarov v. Klyce, 1953, 195 Tenn. 27, 255 S.W.2d 11, 
a note had thereon the signature of a corporation by A, and also the 
signature of B without indication that he had signed in a representative 
capacity. B contended that the note was ambiguous as to him and that 
he had intended to sign only in his representative capacity as an officer 
of the corporation. The court held that he had signed as maker and 
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was bound as such. The court held there was no ambiguity and refused 
to allow B to introduce parol evidence. 

In Toon v. McCaw, 1913, 74 Wash. 335, 183 P. 469, L.R.A.1915A, 
590, a note was signed with the name of Aberdeen Tug Boat Co. followed 
by the names of three individuals which names were not preceded by 
prepositions or followed by titles. The three contended they had signed 
only in their representative capacity. The court held the note not to be 
ambiguous as to them, refused to allow parol evidence to show that they 
signed only in a representative capacity, and held them liable as makers. 

In Murphy v. Reimann Furniture Mfg. Co., 1948, 183 Or. 474, 193 
P.2d 1000, 1002 we find an identical factual situation. The note provided 
“we promise to pay.” Two individuals signed below the name of a 
corporation without indicating that they did so in a representative capa- 
city. There was no such indication in the body of the note. The court 
held there was no ambiguity in the note as to the liability of the two 
individuals, refused to allow them to introduce parol evidence to show 
they intended to sign only in their representative capacity, and held 
them personally liable as makers. 

In Coal River Collieries v. Eureka Coal and Wood Company, 1926, 
144 Va. 268, 182 S.E. 337, 338, 46 A.L.R. 485, a note was signed 


“Eureka Coal & Wood Co., Inc. 
“J. Liebman, Treasurer, N. Orleans.” 


It appears that N. Orleans was president of the corporation under 
which name he signed and that he had intended to sign only in such 
capacity. The court held there was no ambiguity, allowed no parol 
evidence and held Orleans personally liable as a maker. It remarked 
that Orleans had signed exactly as he would have signed had he in- 
tended to bind himself individually, and that the parol evidence was 
offered first, to create an ambiguity where none existed, and then to 
remove it. 

See also the cases cited in 42 A.L.R. 1075, 1080. 

We construe Sec. 674.22, supra, to provide a means by which one 
who signs a negotiable instrument for or on behalf of a principal, as 
maker, may escape personal liability thereon by following the provisions 
of the section. It seems clear to us therefore that where the body of 
the instrument or the person signing does not indicate that the maker 
is signing in a representative capacity, it is the intention of the statute 
that he be bound individually. 

In the notes before us there is nothing other than the name of 
the corporation, typed above the signatures of Kaye and Betz to indicate 
that the payee and makers of the notes considered the instrument not to 
be binding on Betz as an individual maker. Betz signed exactly as he 
would have if it had been his intention to bind himself individually. His 
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signature as written makes him personally liable as maker. 

Not having availed himself of the opportunity, expressed in Sec. 
674.22, supra, to escape personal liability we feel it clear that he is 
bound individually as a maker, that there is no ambiguity in the notes as 
to Betz and therefore it is unnecessary to consider whether parol evidence 
should be admitted to allow him to show his liability to be contrary to 
what it appears to be from the face of the notes as they were actually 
signed, as they were delivered to the Bank and as they were sued on. 

The result of this decision may be considered to be harsh. Yet in 
view of the importance of negotiable instruments in business, banking 
and finance, the need for certainty and stability in the meaning of what 
appears on the face of such instruments and in view of what we believe 
the intention and meaning of the pertinent sections of the Negotiable 
Instruments Law to be we believe the rule we have adopted to be the 
better view. We believe this rule will cause less harm to commerce 
and result in less litigation than if we adopted the opposite view. 

While it cannot assist Betz in his dilemma, it would appear to us 
that one who claims his signature on a negotiable instrument was in- 
tended by the parties to have been placed thereon in a different capacity 
with different liability to the signer than as appears from the instru- 
ment should seek to have the instrument reformed to show that which 
he contends it was intended to show. Valentine v. Hayes, 1931, 102 Fla. 
157, 135 So. 538. 

In accordance with our views above expressed the judgment is 
affirmed. 

TERRELL, C. J., and THOMAS HOBSON, DREW and THORNAL, 
JJ.. concur. 

ROBERTS, J., not participating. 


Miller Case Does Not Extend to Mortgage 
Securing Discount Notes 


In a very brief opinion the New York Supreme Court has 
refused to apply the holding of the famous Miller case (Miller 
v. Discount Factors, Inc., 1 N.Y.2d 275, 74 B. L. J. 212) and 
Section 131 of the New York Banking Law to a “mortgage ex- 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 472.1. 
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ecuted to secure discounted notes.” The court pointed out 
simply that the execution of a mortgage to secure a debt is not 
a proscribed banking function under the statute. County In- 
dustrial Corp. v. Francia, Supreme Court of New York, 164 
N.Y.S.2d 415. The opinion of the court is as follows: 


BAILEY, J. — Plaintiff makes this application to strike the affirmative 
defense and counterclaim upon the ground that it is insufficient in law. 

The action seeks to foreclose a mortgage upon real property of the 
defendant. The mortgage was executed as security for five notes endorsed 
by the defendants. The defense asserts that plaintiff discounted the 
notes in violation of Section 131 of the Banking Law; that the notes are 
therefore void and that the mortgage executed to secure the endorse- 
ment of the void notes may not be enforced. 

The discount of notes by a corporation other than a banking cor- 
poration is specifically proscribed. Section 131 of the Banking Law; 
Miller v. Discount Factors, Inc., 1 N.Y.2d 275, 152 N.Y.S.2d 2738. How- 
ever this proscription does not extend to a mortgage executed to secure 
discounted notes. The notes are merely evidence of the debt to which 
the mortgage attaches. The execution of the mortgage to secure the 
debt is not a proscribed banking function. See Section 18, General Cor- 
poration Law; Williams-Dexter Co., Inc., v. Dowland Realty Corp., 
259 N.Y. 581, 182 N.E. 189; Pratt v. Eaton, 79 N.Y. 449. The defense is 
therefore insufficient to defeat this action to foreclose the mortgage. 


Motion granted. Submit order. 





Bank as Holder in Due Course of Note is Not 
Subject to Defenses Which Would Have Been 
Valid Against Payee 


A New York court has been called upon to rule in a case 
where a bank was protected by virtue of being a holder in due 
course of a note even though the makers of the note claimed 
they had been defrauded by the payee. The makers of the note 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 653. 
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contracted with a dealer to make certain improvements on 
their home. A note was given to the dealer in payment and this 
note was negotiated to the plaintiff bank which accepted it only 
after one of the makers executed a completion certificate in- 
dicating that the dealer had satisfactorily finished the work. 

When the bank brought suit on the note the makers claimed 
that they did not know they had signed a note and that the 
work on the house had not been completed in accordance with 
the terms of the contract. 

The court ruled that the bank was protected from these de- 
fenses by the certificate of completion and by the fact that 
the bank was a holder in due course of the note. It pointed 
out that whatever defense the makers might have had against 
the dealer for not completing the work, these defenses were 
not available against the bank as a holder in due course of the 
note. In regard to another defense of the defendants to the 
effect that the note was not completed when negotiated to the 
bank the court found that the contrary was true and added that 
even “if there were blanks in the instrument at the time of 
delivery to the payee dealer, that does not affect the validity 
of the note as the holder thereof ‘had the implied authority to 
fill in the blank’ spaces.” 

Apart from the holding of this case bankers may be interested 
in the comments of the court regarding the position of lenders 
in this sort of situation. It stated: “It may very well be that with 
the great incidence of happenings similar to this, where con- 
tractors are negotiating their paper with banks, and where home 
owners are thereafter complaining that the work is either not 
completed or improperly performed, that those financial institu- 
tions which purchase such negotiable paper will set up more 
stringent rules and regulations so as to avoid the necessity of 
commencing actions such as this. Prudential Savings Bank v. 
Tomassone, Supreme Court of New York, 164 N.Y.S.2d 620. 
The opinion of the court is as follows: 


. FRIEDMAN, J. — Plaintiff moves for summary judgment in an action 
based upon a promissory note. Plaintiff contends that it is a holder in 
due course and that the defenses and facts submitted by the defendants 
may not be chargeable to this plaintiff. 





Bde tert id. Sena. 
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The note in question was given by the defendants to the Amalgamated 
Construction Co., Inc., hereinafter designated as Amalgamated. It was 
purportedly given in payment of an obligation which arose under a con- 
tract made by the defendants with the said Amalgamated for certain 
improvements on the home owned and occupied by said defendants. 
The defense herein interposed, in substance, urges that they did not 
know that they were signing any such thing as a note and assumed that 
the only papers which they signed were a contract, and in addition, that 
the contractor had never completed the work which he was required to 
do under the terms of his contract. 

It appears from the papers before the court, that as between the 
contractor and the defendants, there is sufficient to indicate that de- 
fendants were probably defrauded. The attorney for the defendants 
submits an affidavit in opposition to the present motion for summary 
judgment in which he points out to the court that he now represents 
some eight families, all residing in the same vicinity, and each of whom 
seems to have been the victim of the machinations of Amalgamated. 
But whatever defenses would exist if the claim here was made by Amal- 
gamated, such defenses may not be asserted as against the present plain- 
tiff, the holder in due course of this note. 

Despite the voluminous affidavits submitted in opposition to this 
motion, there is nothing before the court which indicates that the plain- 
tiff had any knowledge of any of the alleged infirmities existing in the 
instrument sued upon. Although defendants claim that Amalgamated 
never finished the work, there is annexed to the moving papers a photo- 
static copy of a completion certificate dated May 6, 1955, signed by the 
defendant Victoria Tomassone. Alongside of her signature and in large 
type, some of which is underlined, appear the words “Notice to Borrow- 
er. Do not sign this certificate until you are satisfied that the dealer has 
carried out his obligations to you and that the work or the materials 
have been satisfactorily completed or delivered.” The note upon which 
suit has been brought herein is dated May 9, 1955, three days after the 
date of the completion certificate. The check issued by the plaintiff to 
Amalgamated, the dealer referred to in the completion certificate, is dated 
the same day. It appears without question that it was on the basis 
of the representation made by the female defendant herself to the effect 
that the work had been fully completed, that the plaintiff bank purchased 
the note and issued its check in payment therefor. “In paying the pro- 
ceeds of this note upon the written assurance of defendant that the work 
had been satisfactorily completed, and authorizing payment, plaintiff had 
no legal concern with the contract or with the subsequent leaks in the 
roof.” Tarrytown National Bank & Trust Co. v. Nerealty Co., Inc., 
268 App.Div. 918, 51 N.Y.S.2d 157, 158; United States v. Hansett, 2 
Cir., 120 F.2d 121. Accordingly, any complaints which defendants may 
now make to the effect that the work is incomplete, is insufficient to 
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charge the bank with responsibility therefor, in view of the contents of 
the completion certificate. 


Defendants also contend that some of the terms of the note were 
filled in by the plaintiff bank, and that by reason thereof, the plaintiff 
bank may not consider itself a holder in due course since it had some 
connection with the original transaction. In support of their contention 
in this regard, defendants submit an affidavit from a well-known expert 
of questioned documents, one Ordway Hilton. He says he examined 
the note and has come to the conclusion that it was typewritten on the 
same typewriter on which a notice called “Advance Notice To Applicant 
For FHA Title I Loan” was written by the bank. Accepting as a fact 
that the note was in fact typewritten on the typewriter of the plaintiff 
bank, there is still insufficient before the court to justify the conclusion 
that the plaintiff bank is not a holder in due course. It may very well 
be that the document was completed by the bank before it was presented 
to the defendants for signature, the purpose being to have defendants 
sign an instrument which would be acceptable to the bank to whom it was 
subsequently to be sold. In any event, if there were blanks in the in- 
strument at the time of delivery to the payee dealer, that does not affect 
the validity of the note as the holder thereof “had the implied authority 
to fill in the blank” spaces. Abbe Institute, Inc., v. Mackin, Sup.App.T., 
106 N.Y.S.2d 876; National Exchange Bank of Albany v. Lester, 194 
N.Y. 461, 465, 87 N.E. 779, 780, 21 L.R.A.,N.S., 402; Rutherford Nat. 
Bank v. Nichols, Sup., 102 N.Y.S.2d 658, 660. Our courts have held that 
possession of this note, a negotiable instrument had “been parted with 
by the affirmative act of the maker in an incomplete state .. . 
Consequently, a “bona fide holder of an incomplete instrument. . . 
has an implied authority to supply the omission, and to hold the maker 
thereon . . . where the latter has by his own act, or the act of an- 
other, authorized, confided in, or invested with apparent authority by 
him, put the instrument in circulation as negotiable paper. Ledwich v. 
McKim, 53 N.Y. 307; Davis Sewing Machine Co. v. Best, 105 N.Y. 
59, 67, 11 N.E. 146.” Linick v. A. J. Nutting & Co., 140 App.Div. 265, 
267, 125 N.Y.S. 98, 95. 


Placing of the stamp dated “May 9, 1955” on the note by the bank 
prior to negotiation was an authorized act performed by the bank 
(Abbe Institute, Inc., v. Mackin, supra; § 33, Negotiable Instruments 
Law. 

The filling in of the blanks with the name of the payee-dealer, 
the net and gross amounts of the loan, the number of payments, the 
amount of the monthly payments and the due date of the first payment, 
though it may have been done on a typewriter at the office of the plaintiff- 
bank, does not alter the plaintiff's position as a holder in due course. 
Such fact is not evidence that possession of the note had been transferred 
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to the bank so as to constitute a delivery within the meaning of section 
2 of the Negotiable Instruments Law, which requires a “transfer of pos- 
session, actual or constructive, from one person to another.” The blank 
portions were filled in strictly in accordance with the terms of the or- 
iginal contract, the loan application to the plaintiff-bank, and the com- 
mitment which was made by the plaintiff to the defendants to finance the 
cost of the home improvement job by agreeing to discount the defend- 
ants’ note in accordance with the terms specified on the credit application. 

The facts clearly demonstrate that at the time the note was negotiated 
to the plaintiff on May 9, 1955, the date on which plaintiff-bank issued 
its own check to the payee-dealer in payment therefor, the instrument 
was complete. There is no evidence that the blanks were filled in after 
negotiation to the plaintiff; “rather it is a case where the note was com- 
pleted before it was endorsed and delivered to the plaintiff for value and 
before maturity” (Rutherford Nat. Bank v. Nichols, supra [102 N.Y.S. 
2d 660); United States v. Hansett, supra). 

The case of Hunter v. Allen, 127 App.Div. 572, 111 N.Y.S. 820, cited 
and relied upon by the defendants, is not in point. In that case the maker 
sent to the bank signed notes blank as to date, time of payment and 
amount, and whenever the payee required funds the bank’s cashier would 
fill in the blanks in the amounts required by the payee and deposit them 
to the account of the payee. There the bank, having possession of the 
blank notes and filling in the missing elements according to the dictates 
of the payee’s various requirements from time to time, could not claim 
that it had a right to depend upon the payee’s possession of the notes as 
apparent authority to fill in the notes. The following paragraph, 127 
App.Div. at page 574, 111 N.Y.S. at page 821, pointedly summarizes the 
distinction: 


“The situation is not such as existed in Chemung Canal Bank 
v. Bradner, 44 N.Y. 680. In that case a draft containing blanks 
was in the possession of the holder, and it was held that authority 
on his part to fill them in could be assumed from his possession. 
The decision was based on the doctrine that, because apparent 
authority had been given, it would be a fraud upon innocent 
parties to permit an assertion to the contrary. Town of Solon v. 
Williamsburgh Savings Bank, 114 N.Y. [122] 136, 21 N.E. 168. In 
the present case, as to the August 4th notes, the blank notes were 
sent to the bank and filled in by the bank officer. There was no 
reliance on possession as evidencing authority to complete the 
instrument” (Emhasis supplied.) 


In the Chemung case, supra, the court went further and held that it 
made no difference “if the blanks are filled up in the presence of the 
lender.” 











250 THE BANKING LAW JOURNAL 


Considering then the claim of defendants that they never knew 
that they signed or were signing a note, the evidence before the court 
shows quite the opposite. In the first place, the letter written by the 
defendant-husband dated July 10, 1955, addressed to the plaintiff, admits 
that said defendant knew that the contractor “would have to take out a 
loan from a bank of his choice” and that said loan would be repaid “for 
three years at $57 per month”. In the second place, defendants received 
an “Advance Notice” previously referred to, dated April 22, 1955, which 
is in a printed form showing the plaintiff-bank’s name and advised de- 
fendants of the full amount of the loan, the amount of monthly pay- 
ments, the name of the dealer and all other information which indicated 
clearly to the defendants that their application for a loan was approved. 
There can be no doubt that this letter was received by defendants, since 
it is this very letter which was used by the document expert to compare 
the typewriting found on the note itself. In addition, it appears that 
subsequent to the time the first payment was made, defendants certainly 
became aware of the fact that a note had been signed by them and at that 
time they claimed there was some difficulty with respect to the altera- 
tion contract. Nevertheless, they continued to make a total of 16 month- 
ly payments on this note and it was not until November 1956 that pay- 
ments were discontinued. It is obvious that there could not have been 
any such failure of knowledge as defendants now contend. 


The Court does not intend by this decision to approve or condone the 
actions of the contractor who was the original payee on the note, rather 
are such actions criticised and condemned. It is unfortunate that under 
situations such as exist here, defendants find themselves without a de- 
fense if the negotiable instruments which they signed is negotiated to a 
third party, a holder in due course. Whatever criticism may be made of 
this plaintiff in not first making a personal check with the defendants 
before purchasing the negotiable instrument, said plaintiff was within its 
rights in relying upon the certificate of completion which one of the de- 
fendants herself signed, and although it may be that the exercise of ut- 
most care and discretion might have called upon the plaintiff personally 
to visit the premises to see whether the work was in fact completed, the 
law imposes no such obligation upon them. It may very well be that 
with the great incidence of happenings similar to this, where contrac- 
tors are negotiating their paper with banks, and where home owners are 
thereafter complaining that the work is either not completed or improp- 
erly performed, that those financial institutions which purchase such 
negotiable paper will set up more stringent rules and regulations so as 
to avoid the necessity of commencing actions such as this. 


There is no defense as against this plaintiff and the motion for summary 
judgment is granted. Submit order. 





FEDERAL BANKING LAWS 
By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 


and the regulation of banks by supervisory agencies. 





Pending Legislation 

The House Banking and Currency Committee has conclud- 
ed hearings on the Financial Institutions Act of 1957 (S. 1451), 
and will now consider, in executive session, the various contro- 
versial features and suggested amendments brought to the Com- 
mittee’s attention during the hearings. These include bank 
mergers, cumulative voting, bank preferred stock, compulsory 
audit, savings and loan holding companies, stock options, and 
many others. 

Considerable testimony, both pro and con, has been given 
with respect to the Curtis Bill (H.R. 8737), before the Ways 
and Means Committee of the House, which is considering tax 
legislation. This bill is for the purpose of equalizing taxes paid 
by mutual savings banks and savings and loan associations with 
taxes now paid by commercial banks. It is thought that there 
is little likelihood of its being reported and passed. 

Senator Johnson, majority leader, has introduced a com- 
panion bill (S. 3191), to one introduced by Representative Pat- 
man (H.R. 10345), to create a Small Business Capital Bank 
System to make available to small business a source of equity 
and long-term loan capital where such capital is not available 
on reasonable terms from existing private sources, and to transfer 
to such System all funds which are presently available under 
section 13b of the Federal Reserve Act for loans to industrial 
and commercial firms, together with certain other funds out of 
the surplus account of the Federal Reserve banks. Identical 
bills were introduced by Representatives Roosevelt (H.R. 
10400), Santangelo (H.R. 10401), Multer (H.R. 10453), and 
Evins (H.R. 10683). 

Representative Rains has introduced a bill (H.R. 10457) to 
amend the National Housing Act to authorize the Federal 
Housing Commissioner to purchase certain insured mortgages 
for the purpose of avoiding foreclosure in cases where the mort- 
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gagor is in financial straits for reasons beyond his control and 
could not otherwise retain his property. This bill would allow 
the FHA Commissioner to acquire an FHA loan in default by 
issuing debentures to the lender for the unpaid amount of the 
loan. Identical bills have also been introduced by Representa- 
tives Barrett (H.R. 10592), Addonizio (H.R. 10478), Ashley 
(10665), and Sullivan (H.R. 10714). 

Representative Multer has introduced a bill (H.R. 10494) 
which would make lists of stockholders of national banks avail- 
able for inspection by any committee, or duly authorized sub- 
committee, of the Senate or House of Representatives. 

An interesting bill (H.R. 10597) has been introduced by 
Representative Burns of Hawaii, to amend the Federal Deposit 
Insurance Act to require that deposits of every national bank be 
insured thereunder, whether or not such bank is a member 
of the Federal Reserve System. Since there is only one na- 
tional bank whose deposits are not insured, namely the Bishop 
National Bank of Hawaii, this Bill would seem to apply only 
to such bank. 

Representative Rains has also introduced a bill (H.R. 10637) 
creating a Home Loan Guarantee Corporation. Under this bill 
the proposed corporation would be authorized to guarantee 
home loans for any member of a Federal Home Loan Bank, or 
any approved mortgagee, under rules and regulations made by 
the Board. The mortgages eligible would be first mortgages 
on homes designed for single family occupancy and owned and 
occupied by the mortgagee, and in an original amount not in 
excess of $20,000, to be amortized monthly within 25 years. 
Under certain conditions the Corporation would acquire mort- 
gages which are to be foreclosed. Senator Sparkman introduced 
a like bill (S. 2791) in the first session of this Congress. 

Senator Capehart has introduced, on behalf of himself and 
Senator Hoblitzell, a bill (S. 3336) which would extend the 
loan guaranty program for World War II veterans for two years, 
would extend the direct loan program for a like period, would 
authorize an interest rate on guaranteed and direct loans com- 
mensurate with that applicable to mortgages insured under 
section 203 of the National Housing Act, and would increase 
the maximum direct loan to '$13,500. 
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Representative Multer has introduced a bill (H.R. 10980) 
to establish a Small Business Investment Corporation to fur- 
nish needed equity capital to small-business concerns in the 
United States. While the purpose of this bill appears to be 
similar to that of H. R. 10345, it provides for a smaller organi- 
zation. The method of capitalization is also different in that the 
bill provides for an initial capitalization of $20,000,000, one-half 
of which shall be subscribed for and paid in by the Secretary 
of the Treasury immediately upon the establishment of the Cor- 
poration, and the other half shall be offered for sale to the gen- 
eral public at par. The stock shall have a par value of $100 
per share. Additional funds are to be obtained through the sale 
of obligations in an aggregate amount of $500,000,000, which 
may be sold to private investors, but the Treasury may pur- 
chase not more than $250,000,000 of such obligations. 

Federal Deposit Insurance Corporation 

In the FEDERAL REGISTER of January 25, 1958, notice 
is given of a proposed rule which would affect assessments. The 
amendment would be to Section 327.1 (d) of the Corporation’s 
rules and regulations (12 CFR 327.1 (d) ) which relates to 
cash items eligible for deduction. The amendment would 
provide, in effect, that any instrument providing for the pay- 
ment of money which is paid or credited to a deposit account 
and which is determined by the Corporation to have been re- 
ceived for the purpose of abnormally increasing deposits or 
reducing assessments on any assessment base day, is not a cash 
item as defined in this part, as it is not received in the usual 
course or regular course of business, except that where such 
an instrument has been credited to a deposit account and in- 
cluded in reported deposit liabilities and is in the process of 
collection at the close of business on said base day, it may be 
subtracted in its actual amount from reported deposits in com- 
puting the assessment base. If the bank computes its deductions 
under the (aa) method prescribed in Section 7 (a) of the 
Federal Deposit Insurance Act, such instrument may not be 
subtracted unless it is also received on the base day nor may it 
be multiplied by two. This applies to all instruments which are 
so determined to have been received for such purpose and in- 


cludes, without being limited to, drafts drawn and delivered 
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or exchanged between banks, and instruments drawn by an 
officer, director, stockholder, or affiliate of the reporting bank, 
or by any other person or corporation. When substantially the 
same amount as the credit given for any such instument or in- 
struments is withdrawn from a deposit account of the depositor 
in the reporting bank within a short period thereafter, then 
such instrument or instruments shall be deemed to have been 
received for such purpose and not in the usual or regular course 
of business in the absence of clear and convincing evidence to 
the contrary. The Board of Directors, upon written request 
of any bank, will review any determination made hereunder. 
The deadline for submission of data or comments with res- 
pect to this proposed rule was on or before February 24, 1958. 


Board of Governors of the Federal Reserve System 

The Board of Governors of the Federal Reserve System, by 
divided decision, rejected the application of the General Con- 
tract Corporation of St. Louis for permission to retain ownership 
of 23 non-banking subsidiaries through exemption under the 
Bank Holding Company Act. 

The Board has issued a supplement to Regulation D which 
reduces the required reserve balances of member banks and is 
effective as to member banks not in reserve or central reserve 
cities at the opening of business on March 1, 1958, and as to 
member banks in reserve and central reserve cities at the open- 
ing of business on February 27, 1958. 

The required reserves for a member bank not located in a 
reserve or central reserve city are 5 percent of its time deposits, 
plus 11 1/2 percent of its net demand deposits. For a member 
bank in a reserve city the required reserves are 5 percent of its 
time deposits, plus 17 1/2 percent of its net demand deposits. 
For a member bank in a central reserve city, the required re- 
serves are 5 percent of its time deposits, plus 19 1/2 percent of 
its net demand deposits. 

The Board has received for consideration the report of the 
hearing examiner in the matter of the application of First New 
York Corporation, et al., for prior approval for action to become 
bank holding companies under Section 3 of the Bank Holding 
Company Act of 1956. The examiner recommended that the 
application be disapproved. 
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COMMERCIAL CREDIT 
LAW LETTER 


By THOR W. KOLLE, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional sales, 
chattel mortgages and other secured transactions. 





The term "Statute of Limitations" is one which bank- 
ers see almost every day and despite the rather formidable 
sound of it, its meaning is relatively simple. A Statute 
of limitations is a legislative enactment prescribing 
periods within which certain legal actions may be brought 
upon certain claims or within which certain rights may 
be enforced. The purpose of such enactments is to compel 
the commencement of litigation within a limited time, not 
only because the law looks with suspicion upon stale 
claims but also because of the difficulty of proof after 
the passing of time when documents and other forms of 
evidence might be lost, memories tend to fail, deaths occur 
and witnesses leave the jurisdiction. That is to say, if 
claims are not asserted within a reasonable time, injus- 
tices or inconveniences that the statutes of limitation 
seek to prevent might occur. 


Perhaps of greatest interest to bankers and finance 
officers in this regard are the various state statutes 
of limitation pertaining to legal enforcement of claims 
based on promissory notes. Generally speaking, a cause 
of action based on such a claim accrues to the holder of 
the note, and the limitation begins to run, from the date 
that a demand may first be made for payment. If a time 
note is involved, demand, of course, may not be made ex- 
cept under acceleration provisions, until maturity of 
the note. If it is a demand note, demand may be made at 
once which starts the statute to run. 


As the following list indicates the statutes of limi- 
tation governing actions on promissory notes vary from 
three to seventeen years depending upon the jurisdiction, 
although the most common period is six years. 
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State Period of State Period of 
Limitation Limitation 

Alabama 6 Montana 8 
Alaska 6 Nebraska 5 
Arizona 60) Nevada 6 
Arkansas 5 New Hampshire 6 
California 4, Corp. notes 6 New Jersey 6 
Colorado 6 New Mexico 6 
Connecticut 6, non=-neg.e 17 New York 6 
Delaware 6 North Carolina 3 
Dist. of Columbia 3 North Dakota 6 
Florida 5 Ohio 15 
Georgia 6 Oklahoma 5 
Hawaii 6 Oregon 6 
Idaho 5 Pennsylvania 6 
Illinois 10 Rhode Island 6 
Indiana 10 South Carolina 6 
Towa 10 South Dakota 6 
Kansas 5 Tennessee 5 
Kentucky 15®) Senne 4 
Louisana 5 

Utah 6 
Maine 6 y ©) 
Maryland 3 ermont 6 
Massachusetts 6) Virginia 5 
Michigan 6 Washington 6 
Minnesota 6 West Virginia 10 
Mississippi 6 Wisconsin 6 
Missouri 10 Wyoming 10 
(a) Period is 4 years if note was executed outside of 
(b) Period is 5 rs if note hes boon put on footing of bil of exchange. 
(c) Period is years if notes are attested by wi 
(d) Period is 20 years if action on yt OS ae 


IMPLIED AUTHORITY TO SELL VEHICLE 


An interesting although rather complicated case has 
been decided by the highest court of Massachusetts con- 
cerning the implied authority of a dealer to sell avehicle. 
The assignee of a conditional sale contract covering the 
vehicle repossessed and later delivered the vehicle to a 
dealer who sold it to a second buyer. The assignee then 
repossessed the vehicle a second time and the second 
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buyer and his assignee brought suit against the first 
assignee for conversion of the property. The first as- 
Signee took the position that it had not delivered the 
vehicle to the dealer for resale but rather only for stor- 
age. The court, applying Connecticut law since all sales, 
contracts and assignments were made there, ruled against 
the first assignee, that is, ruled that it was liable to 
the second buyer and his assignee for conversion of the 
vehicle. The court found that there was sufficient evid- 
ence to indicate the vehicle had been delivered to 
the dealer under circumstances from which it could be im- 
plied that he had authority to resell it in the ordinary 
course of business. Because of this, the filing of the 
original conditional sale contract did not affect the 
right of the second buyer to the vehicle. The Budget Plan, 
Inc. v_ Savoy, Massachusetts Supreme Judicial Court, No- 
vember 6, 1957. 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ALABAMA: Ina renewal of his attack on Alabama small loan com- 
panies, State Attorney General John Patterson urged that a 1955 Circuit 
Court order restraining a former Montgomery firm from charging 
usurious interest be made permanent and that illegal interest since 
charged by the company be refunded to customers. 

Patterson said that since the company was a partnership, its two 
owners, Virgil C. Moore and ©. J. Lawson, could be held personally 
liable for any refunds due. 

Judge Walter B. Jones indicated to the attorney general and 
Wallace Johnson, chief attorney for the Tide Finance Co., that he would 
appoint a special master to audit the books of the loan company to 
determine if any illegal interest had been charged since the temporary 
injunction was first issued. 

The test case in which the attorney general successfully argued that 
small loan companies could be declared public nuisances had been 
delayed by an appeal by Tide attorneys to the State Supreme Court, 
which upheld Judge Jones’ ruling in a decision handed down last 
summer. 

Judge Jones set Feb. 7 as the date for a further hearing on the merits 
of the case and whether the temporary injunction should be made 
permanent. 

Patterson asked that a special master be named to examine each loan 
made by the Tide company since the temporary injunction in 1955 and 
to report to the court any refund above the legal 8 per cent interest 
which might be due customers. 

Johnson told the court the company had been out of business since 
1956 when it “was forced to close down because of the adverse publicity 
of this case.” 

Chosen from three cases against Montgomery small loan companies, 
the Tide case was Patterson’s first legal move against companies allegedly 
charging illegal interest. He has since obtained injunctions restraining 
five Birmingham companies from charging illegal interest and is currently 
litigating cases against 41 owners and operators of small loan companies 
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in Anniston. A hearing in cases against Anniston firms is scheduled 
for Feb. 18 before Judge Leslie C. Longshore. 


ILLINOIS: State Insurance Director Joseph S. Berger issued a re- 
minder to insurance agencies about provisions of the new Illinois “retail 
installment sales” laws, which went into effect Jan. 1. 

Noting the act regulates retail sales made on the installment plan, 
Gerber cautioned anyone selling insurance on credit sales to comply with 
the credit provisions, including the following: 

The charge for insurance must not exceed the rates approved by the 
State Insurance Department. 

The buyer must receive the insurance policy within 30 days after 
signing the purchase sales contract. 

The installment purchaser may obtain the insurance from an agent 
or broker of his choice. 

If a policy is cancelled, any unearned insurance premium refund is 
credited to the final maturing installment of the contract. 


KENTUCKY: State Insurance Commissioner Cad P. Thurman an- 
nounced he would ask the 1958 Kentucky legislature for authority to 
curb what he called widespread abuses and to regulate rates charged 
for credit life insurance. 

He explained his views at a hearing in Frankfort attended by some 
500 representatives of insurance firms, underwriters, organized labor, 
bankers, small loan firms, the State Farm Bureau Federation, finance 
companies and state lawmakers. 

Abuses in the credit insurance field which Thurman said have been 
reported to him were listed as including: 

Nondisclosure to the borrower of the types of insurance and the 
cost of each coverage; premiums are charged that are not reasonable 
in relation to benefits provided; failure to make refunds to the borrower 
upon cancellation and prepayment of the indebtedness; faulty processing 
of claims; packaging of insurance with noninsurance services and inclu- 
sion of coverages of a severely limited type. 

Thurman said a nationwide study showed commissions paid on 
credit insurance in a four-state region that includes Kentucky exceed in 
all classes the rate of commission on a national average. 

“In the case of group credit life,” he said, “this region leads the nation 
with a 36.79 per cent commission. Low for the group was only 1 per 
cent charged in the New England states. The national average was 
9.1 per cent. ; 

“Life commissions here average by classes from 41.34 to 58.14 per 
cent, and credit disability commissions from 58.4 to 78.33 per cent, with 
a number of companies exceeding these averages.” 
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Thurman said he knew of an insurance company with a loss ratio 
of 6 per cent that is paying commissions on credit insurance as high as 
79 per cent of the premium being charged. 

Although noting competition in the insurance field usually results 
in better service and reduction in costs to the insuring public, Thurman 
declared that in the field of credit insurance, “reverse competition” has 
developed because the higher the rates charged by the insurance firm, 
the larger the commission paid the lender. 

“We propose,” he said, “to have introduced in the 1958 General 
Assembly a bill to guarantee the honesty and integrity of credit insur- 
ance, to correct and prevent abuses that are known to us, and to guaran- 
tee that the people of Kentucky are treated fairly. 

“We are thoroughly convinced of the need for regulation, and we 
will not retreat from that position.” 

It was noted the National Association of Insurance Commissioners 
has drafted a model bill aimed at tighter regulation of credit insurance. 
This measure would empower the state insurance commissioner to stop 
abuses and pass on the fairness of premium rates charged. His decisions 
could be reviewed by the courts. 

During the Kentucky hearing, representatives of some of the larger 
insurance firms argued for a law that would impose a ceiling on the 
amount of premiums that could be charged for credit life insurance. 
Representatives of smaller insurance firms and finance companies, how- 
ever, contend that fixing maximum rates by law could run them out 
of business. 

It was explained most of the large firms write credit insurance on a 
group basis, whereby a lender’s total loans outstanding are secured by 
life-insurance policies on all or most of his debtors. 

The smaller firms write credit insurance on an individual basis. For 
that reason, they argued, they cannot spread their risks as can those 
writing group insurance. Premiums on individual policies necessarily 
must be higher, they contended. 

A bill proposed by Thurman would put a ceiling of 50 cents a year 
per $100 on credit life premiums for reducing term policies. A ceiling 
of $1 a year per $100 would be the ceiling on level term credit life 
insurance. 

The model bill of the National Association of Insurance Commis- 
sioners would not impose any ceiling on premiums, but would empower 
the commissioner to pass on the fairness of the rates submitted by any 
company. 


MASSACHUSETTS: Bills pending in the Massachusetts legislature 
would allow savings banks in the state to accept a limited form of 
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demand deposits and extend their present privileges in granting loans. 
One proposal would allow savings banks to sell checks, cash payroll 
or other checks, and accept non-interest drawing funds to $500 for 
such checking accounts. 
Another bill would extend time limits on savings bank loans from 30 
to 36 months and increase the ceiling on such loans from $1,000 to $2,500. 


MICHIGAN: A recommendation to the Michigan legislature by 
Governor Williams proposed a $21,000,000 annual increase in state taxes 
on intangibles, including stocks and bonds, accounts receivable such as 
land contracts and mortgages and bank accounts. 

Williams suggested a bank account tax formula intended to raise 
some $6,750,000 in additional revenue. Bank accounts now taxed at the 
rate of 4 cents per $100 would be taxed 12 cents, under the plan. The 
governor said he expected the banks would absorb this. He noted 
that the Ohio tax is 20 cents per $100 on bank savings accounts. 


MISSISSIPPI: Three bills to place small loan companies under strict 
state supervision were passed by the Mississippi House of Representatives 
and sent to the State Senate. 

One of the measures would limit to 2!/4, per cent per month the 
interest and brokerage fee on loans up to $99. For loans above that 
amount, the overall charge would be limited to 2 per cent per month. 
The interest rate on loans made without use of a broker or intermediary 
would be limited to 6 per cent per year. 

Under another of the bills, the State Banking Department would 
be given supervision over the companies, which would be required to 
pay an annual privilege license fee, plus costs of examination by the 
state agency. All books and records would be open to the department. 
The small loan firms would be required to obtain licenses for operation 
from the department. 

No loan company would be permitted to engage in both lending 
and brokering, nor could a lender have any interest in a brokerage 
company, under the legislation. 

A third bill would define pawnbrokers and prevent that group from 
making loans other than on personal property as collateral. Interest 
charged by pawnbrokers would be limited to 20 per cent per year and 
pawnbrokers would be required to obtain a license from the county 
sheriff and post bond. It would be further required that the names 
of all persons borrowing money from pawnbrokers shall be filed semi- 
annually with the sheriff. 


NEBRASKA: Installment buying practices in Nebraska were criti- 
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cised by State Senator Marvin Bedford of Geneva, who heads a special 
state legislative committee studying the need for possible new state 
regulation of that field. 

“The retailers with their hidden charges in installment buying con- 
tracts are making suckers of the buying public,” Bedford asserted. 

He said his investigation had uncovered “unscrupulous” practices on 
the part of retailers who, he said, “demand unfair and excessive per- 
centages on their time sales.” 

Contending there now is little protection in Nebraska laws for the 
consumer, Bedford said: 

“The state interest rate schedule on loans doesn’t apply because the 
seller claims he’s not making a loan, but simply a charge for the privilege 
of letting the customer buy on time.” 

Bedford said he had spoken with an automobile dealer who admitted 
“they would have gone broke long ago if it had not been for the percen- 
tages they were getting from the loan companies for sending buyers to 
finance new cars.” 

He explained the extra charges, “and there are no limits to these,” 
which a loan company bills a car buyer for advancing the down payment 
“go to the dealer for sending the customer.” 

Bedford said his committee was inviting all persons who feel they 
have been subjected to unfair and excessive charges in financing new 
and used automobiles “to bring or send a copy of their purchase contract 
to the Legislative Council office in the State Capitol Building.” 

Among other developments reported from Nebraska, the state served 
notice it would appeal to Nebraska Supreme Court from an Omaha 
District court ruling on the Associates Discount Corp. case. 

Through the state attorney general and the State Department of 
Banking, the state of Nebraska sued the Indiana corporation in a civil 
action. Associates was accused of conspiring to violate Nebraska’s usury 
laws by having customers sign loan papers in blank, charging illegal 
interest rates and tacking on “balloon” payments. Associates replied that 
it merely purchased financing paper from automobile dealers. 

District Judge Patrick W. Lynch ruled that the state failed to 
prove its case. 

Attorneys involved in the litigation have predicted the final outcome 
will have a far-reaching effect on the sales financing field in Nebraska. 

The state’s case was originally filed in July, 1955. A three-judge 
District Court subsequently agreed with an Associates contention that 
the state could not sue the firm, but the State Supreme Court overruled 
that decision and ordered a trial. The next step was Judge Lynch's 
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decision, now being appealed to the State Supreme Court. 


NEW YORK: Enactment of stronger legislation to curb alleged 
abuses in the sale of insurance in connection with installment purchases 
was advocated by Governor Harriman in his annual message to the 
New York State legislature. 

“At my request,” the governor said, “an interdepartmental committee 
consisting of the superintendent of banks, the superintendent of insur- 
ance and the consumer counsel has been studying certain alleged abuses 
in the sale of insurance in connection with installment purchases. Several 
amendments to the installment sales laws are needed for purposes of 
clarification and to strengthen its protective features.” 

Among early bills introduced in the New York legislature was a 
measure, listed as A-452, by McGlynn, which would provide that after 
repossession of goods sold under conditional sales contracts, the seller 
shall not recover more than 25 per cent of balance due on original con- 
tract as cost of repossession and sales plus amount of interest due on 
balance. 

Another bill, listed as A-453, by McGlynn, would provide that if 50 
per cent of original purchase price of article under conditional sales 
contract, according to original terms, has been paid within one year, 
no deficiency judgment shall be allowed if article is repossessed, retaken 
or seized by seller. 


RHODE ISLAND: A proposal for the enactment of Rhode Island 
legislation providing for licensing and regulation of automobile sales 
finance companies to protect installment buyers was included among 
recommendations contained in a policy statement released by the 
Automobile Club of Rhode Island through its president, William B. 
Spencer. 

Asserting that “many motor vehicle purchasers have been victimized 
by exhorbitant finance charges,” the statement recommended that study 
be given to laws that would protect installment buyers “against fraud 


and deception.” 


TEXAS: Effective date of a new order restricting credit insurance 
charges on small loans in Texas was changed by the State Board of 
Insurance from March 1 to April 1. 

The board also scheduled a Feb. 11 hearing “for the purpose of 
hearing any and all objections to or proposals to modify” the new order 
setting rates on credit life, health and accident insurance. 

In an earlier development, a suit challenging the validity of the 
state’s order on credit insurance rates was scheduled for hearing Feb. 
20 in Austin before District Court Judge Charles O. Betts. 
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The action was filed by former Gov. Dan Moody of Austin on 
behalf of Cosmo Life Insurance Co. of Amarillo. G. W. Lee and V. A. 
Powell, both of Amarillo, were listed as president and secretary, respec- 
tively, of the insurance firm. 

Judge Betts was asked to halt enforcement of the order by the 
State Board of Insurance. The order was attacked as vague, indefinite, 
capricious and exceeding the board’s regulatory authority. 

On the basis of past collections by credit insurance companies operat- 
ing in the small loan field in Texas, it was previously estimated the 
order would cut charges to borrowers by an estimated $8 million annually. 

Papers in the test suit asserted John H. Pierson of Fort Worth, an 
agent for Cosmo Life, will suffer irreperable damage if the reduced 
charges are enforced and many other credit insurance agents will be 
“similarly injured.” 

The order was assailed by the suit as “an unwarranted attempt by 
the board to exceed the power conferred on it by law in that it 
purports to fix the maximum commission” for agents. 

Under the order, the board set 40 per cent of the premium as the 
maximum which the lender-agent can collect for writing insurance. In 
some cases, commissions run as high as 90 per cent. The average on 
credit life has been 54 per cent of the premium; on health and accident 
policies, 62 per cent. 

The order also would restrict the insurance requirement to an 
amount sufficient to repay the loan. Policies now frequently call for 
more insurance and longer terms than are actually needed. 

A fee of 25 cents allowed for writing an insurance policy would be 
abolished under the board’s new order. 

The rate on so-called “level” life policies will be reduced from $2 to 
$1.40 for each $100 of insurance, if the board’s order is upheld. 

The order also would permit the writing of “seven-day retroactive” 
health and accident insurance policies in connection with small loans. 
A more expensive “three-day retroactive” now generally used could 
not be required of a borrower, under the new order. 

The board’s order, following a milder cut in credit insurance charges 
in 1956, has been described as ruinous by persons in the credit insurance 
business. 

The board adopted the order after State Attorney General Will Wilson 
urged it to adopt regulations which would prevent the use of insurance 
as a device for evading the usury law. Wilson also announced plans 
to work with local prosecutors in stopping “loan shark” practices. 

Chairman Penn J. Jackson of the State Insurance Board said the new 
order attempts to regulate the issuance of such policies “purely from an 
insurance standpoint” without regard for the effect upon loan companies 
and their lender-agents. 
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Under existing Texas regulations, a person who borrows $50 for 90 
days can be required to repay $64.44 for insurance and interest. Under 
the new order, the maximum repayment would be $54.56. 

The new order applies to all insurance written to secure loans up 
to $1,000. 

A proposal for enactment of a small loan regulatory law is expected 
to be a major issue when the state legislature meets next year. Such 
legislation is currently being studied by the Texas State Legislative 
Council. 

The Texas Junior Bar has advocated enactment of a Iaw permitting 
charges to total up to 3 per cent a month on the smallest loans. This 
would allow a maximum of 36 per cent annually. 

Although the present legal interest rate is 10 per cent annually, re- 
ports by prosecutors and Better Business Bureaus in Dallas and elsewhere 
show that collections frequently run over 100 per cent. 

It has been contended by some lawyers that a state constitutional 
amendment would be needed to legalize any charges above 10 per 
cent a year. Attorney General Wilson issued an opinon last year, however, 
saying that no change would be required in the constitution to license 
lenders and set a limit on total charges, including a 10 per cent interest. 


FLORIDA BAD CHECK LAW UPHELD 


The defendant in a recent Florida case had issued a check 
which was returned marked “no account.” This led to his con- 
viction under the state’s bad check law, Stat. Anno. 1956 Cum. 
Supp. Sec. 832.05(1)(2), which makes it unlawful to issue a 
check knowing that there are insufficient funds on deposit to 
pay the check. On appeal the defendant claimed that the 
statute violated the state constitutional provision against im- 
prisonment for debt where fraud is not involved. The Florida 
Supreme Court, passing on the constitutionality of the statute 
for the first time, upheld the conviction. It reasoned that the 
purpose of the statute was not to enforce the collection of debts 
but rather to penalize a person for putting worthless paper into 
circulation. See Ennis v. State, Supreme Court of Florida, 95 
So.2d 20. ‘ 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Successor Trustee Entitled to Trust Powers of Original Trustee 





Matter of Webb, New York County Supreme Court, New York Law Journal, 
May 29, 1957, p. 5 

A trust instrument authorized the trustees to invest in “non-legals.” 
It also stated thereafter that if only one trustee was acting, he could 
appoint a successor co-trustee and that the powers “hereinbefore 
granted . . . may be exercised so long as one of the original trustees 
may continue to act as trustee.” Both original trustees died, and in a 
proceeding to appoint successor trustees, HELD: The successor trus- 
tees also may invest in “non-legals.” The trust instrument is ambiguous 
as to whether the limitation on the “powers hereinbefore granted” is 
general or applies only to the particular power to appoint a successor. 
However, “There is a growing tendency among the courts to confer trust 
powers on successor trustees, unless there is specific language in the 
trust instrument prohibiting it.... Thus, when a trust at its inception 
has a considerable time to ruu, there is an inference that any powers 
granted to original trustees may be exercised by their successors unless 
the settlor specifically expresses a different intention.” 


Separate Bank Account Does Not Alter Community Character 
of Property 





Johnson v. First National Bank of Fort Worth, Texas Court of Civil Appeals, 
November |, 1957 

A wife asserted a claim against her husband’s estate for loans made 
by her to her husband, one before their marriage and two during the 
marriage. The loans had been made from the wife’s own funds which 
were kept in her own name in separate bank accounts. HELD: The 
husband's estate is liable to the wife only for the amount of the loan 
made before the marriage. The loans after marriage were shown to 
be at least in part from funds belonging to the community estate. “It 
being established that some of the money was community property, we 
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think it was [the wife’s] burden to segregate her separate property from 
the commingled funds.” The keeping of a separate bank account in 
her own name by the wife, or the husband's acquiescence in such separate 
account, does not constitute proof that the funds kept separately by 
the wife were originally gifts out of the community estate from the 
husband to the wife. 


Presumption of Separate Property Not Applicable to Contest 
Between Spouses 





Davis v. Sturdivant, Texas Court of Civil Appeals, October |1, 1957 


Decedent's estate consisted of two bank accounts in her own name 
from funds acquired during the marriage. She bequeathed her hus- 
band a life estate of all “my property”, and later in the will referred to 
“my estate.” The husband accepted 24 monthly cash payments made 
by decedent's executor pursuant to the terms of the will, but then 
brought an action for a one-half interest in the wife's entire estate as 
being community property. HELD: The use of the term “my prop- 
erty” in the wife's will negatives any intention by her to dispose of any 
property or interest she did not own separately. The statutory pre- 
sumption of separate property, which applies when funds are on de- 
posit in an individual name, does not apply when there is a contest 
between the spouses or their representatives. 


Executor Cannot Act as Guardian Where There is Conflict of Interest 





Matter of Bankers Trust Co., New York County Supreme Cuurt, New York Law Journal, 
July 16, 1957, p. 3 

Three infants sought to have their nominee appointed as their 
guardian ad litem in an accounting proceeding by a trustee. The nom- 
inee was already serving as executor of the estates of two deceased in- 
come beneficiaries of the trust. The nominee, in his capacity as ex- 
ecutor, had executed a waiver and consent in connection with the 
accounting. HELD: The executor may not be appointed guardian 
for the infants. “As a general rule the court will appoint the nominee of 
infants as their guardian ad litem, but this is not compulsory.... It is the 
duty of the court . . . to appoint a guardian having no adverse or con- 
flicting interests so that the infants may obtain the benefit of the free 
and independent judgment of the person designated to protect their 
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rights. ... Were [the nominee] to be appointed, his duties as guardian 
might well require him to object to income payments made to the de- 
cedents he represents. This would require him to object as guardian 
to something which as executor he has approved.” 


Trust Beneficiaries Need Not be Parties to an Action Where 
Trustees’ Interest Does Not Conflict 








Chaplin v. Merchant's National Bank, United States District Court, N. D. Illinois, : 
October II, 1957 . 
A bank which had lent money to decedent applied the proceeds 
of insurance policies on decedent's life, which had been given as 
collateral, to the loan and turned the balance of proceeds over to the 
trustees of a trust decedent had created before he died. The beneficiary 
of the insurance policies sued the trustees, contending that she was 
entitled to the balance of insurance proceeds. The trustees moved to 
strike the insurance beneficiary’s complaint because the minor benefici- 
aries of the trust were not made parties to the action. HELD: The 
minor beneficiaries need not be made parties to the action. The trustees 
are under a duty to defend the action in any event, and there was no 
claim that any conflict of interests prevented the discharge of this duty. 
Where there is no conflict of interests between the beneficiaries of a 
trust and the trustees, the trustees may sue or be sued without joining 
the beneficiaries. 


Widow’s Right to Allowance Depends on Her Right to Support 





American Trust Company v. Fallon, California Supreme Court, November 19, 1957 


Decedent and his wife were married in 1940 and filed reciprocal 
divorce actions in 1945. Neither one was allowed a divorce, but the 
court ordered support for the wife for one year. The support payments 
were discontinued at the end of one year, and the parties lived separately 
until decedent’s death. The widow filed a claim against decedent's 
estate for a family allowance. HELD: The widow is not entitled to a 
family allowance. The right of widows to such allowance is based upon 
their right to support at the time of the husband’s death. In this case 
the widow had no such right, because the expiration of the court award 
for one year’s support changed the widow’s status and she was no longer 
entitled to support from her husband. 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Aggregate of All Legacies to a Single Legatee Used as Basis For Tax 





Estate of Gulbenkian, New York Surrogate’s Court, Westchester County, February 6, 1957 


Decedent’s will provided for a trust for his grandson, the income 
therefrom until he reached 30 and, if the grandson survived until age 
30, then the entire trust principal to him. A New York State transfer 
tax was assessed and collected on the value of the grandson’s life 
estate. When the grandson reached 30 another transfer tax was assessed 
on the value of his remainder interest. In computing such tax the 
State Tax Commission argued that the value of the life estate, which 
had expired at age 30, should be added to the value of the contingent 
remainder interest to determine the rate of tax. HELD: In fixing the 
transfer tax no distinction should be made between vested and contin- 
gent interests, and for the purpose of taxation contingencies are 
eliminated. The value of the future estate, vested or contingent, should 
be taxed at the highest rate possible. “In transfer tax proceedings the 
aggregate of all legacies to a single legatee must be taken into considera- 
tion . . . as the basis for the assessment. Accordingly, the value of the 
grandson’s temporary life estate should be added to the value of the 
remainder interest in determining the rate of tax. 


Full Marital Deduction Trust Preferred to a Specific Residuary Gift 





Folwell Estate, Pennsylvania Orphans’ Court, Montgomery County, October 3, 1957 


Decedent's executors found that if decedent's specific devise of real 
estate from his residuary estate were satisfied there would be insufficient 
estate cash to fund the maximum marital deduction trust specified in 
decedent’s will. The executors sought court instructions. HELD: “It 
is clear [from examining decedent's will] that the marital deduction trust 
was provided for first and then the testator provided for his residuary 
trust. Although the marital deduction trust is something less than a 
specific gift, it is also clear that it is preferred to a residuary gift. The 
devise of the real estate was a gift from the residue only as [the] devise 
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was preceded by the words, ‘I hereby exclude from my residuary estate 
. +. thus clearly evidencing an intent to take it from the residuary estate 
only and not to detract from the marital deduction trust which latter 
was given an express preference.” 


Deduction For Cemetery Bequest Depends on Where 
Decedent is Buried 





Revenue Ruling 57-530, 1.R.B. 1957-45, p. 71! 

Advice was requested whether a bequest to a cemetery association for 
the perpetual care of a family burial lot is allowed as a deduction from 
decedent’s gross estate for federal estate tax purposes. The above Ruling 
states that a bequest to a cemetery association for the perpetual care 
of a family burial lot in which decedent is interred, including all graves 
in that lot, may be deducted as a funeral expense of the decedent's 
estate, provided such a bequest is allowable under the laws of the 
particular jurisdicition. However, a bequest for the perpetual care of 
burial lots in which the decedent is not interred, even though located 
within the confines of the same cemetery, is not deductible. 


Failure To Relinquish Dower Right Does Not Affect Value of Gift 





Revenue Ruling 58-13, 1.R.B. 1958-2, p. 10 

A husband gave his children certain real estate. His wife did not 
join in the conveyance, nor did she release her dower interest (should 
she survive her husband) in the property. The above Ruling states 
that the fair market value of the property is not reduced by the value 
of the wife’s dower interest in determining the value of the gift for 
federal gift tax purposes. The failure of the wife to relinquish her dower 
interest has no effect on the value of the property. 


Marital Deduction Computed First, Then Taxes Allocated 





Prezzano v. United States of America, United States District Court, $.D. New York, 
December 30, 1957 
Decedent’s will apportioned his residuary property half to his widow 
and half to his children, and directed that taxes be paid out of the 
residuary estate and not from any specific legacies or bequests. In an 
estate tax refund action issue arose whether the amount of the marital 
deduction should be reduced by the widow’s proportionate share of 
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the taxes, in computing those taxes, or whether the full marital deduc- 
tion, before reduction by the widow’s share of the estate taxes, should 
be used in computing the amount subject to taxation. HELD: Under 
New York law, which is controlling, “where a will provides for payment 
of all estate taxes from the residuary estate alone, and where only part 
of the residuary estate is bequeathed to the deceased’s spouse, the estate 
taxes allocable to the estate as a whole should be deducted before 
computation and distribution of the residuary estate. Hence, the entire 
benefit of the marital deduction belongs to the surviving spouse, and not 
to the residuary estate as a whole including any other residuary legatees.” 


Court’s “‘Conscience’’ Helps Executor 





Walkden v. United States of America, United States District Court, N.D. Ohio, May 20, 1957 


An executor paid estate taxes on the basis of an existing will. There- 
after, following litigation, a later will, which made a charitable bequest, 
was established as decedent’s last will. Due to the crowded Ohio court 
docket the litigation establishing the later will was not concluded until 
more than three years after the payment of taxes under the earlier will. 
When the executor sought a refund of taxes by reason of a deduction 
for the charitable bequest, the Government asserted the statutory defense 
that his refund claim was not presented within three years after pay- 
ment. HELD: The executor may present his claim for refund. “... in 
the circumstances of this case, and strictly limited to the facts here 
involved the statute should be construed as running from the time the 
right to claim an erroneous assessment was determined, [i.e., after the 
litigation was concluded] rather than from the time of remittance to the 
taxing authorities. Any other result is against all conscience.” 











INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Municipal Bonds 


HEN a business concern 

borrows money, the real cost 
of interest charges are halved under 
present income tax rates. In con- 
trast, local governments must pass 
on t Gale Gmpayen he fell 6 - 
den of their borrowing costs. In 
municipal quarters, it is often 
argued that this situation is in- 
equitable. 

In this connection, the Federal 
Reserve Bank of Boston’s Business 
Review examines a number of 
suggestions calculated to help 
broaden the market for municipal 
securities and to restore their in- 
herent advantage over taxable in- 
vestments. For example, one pro- 
posal pending in Congress would 
= the establishment of regu- 

ted investment trusts for munici- 
pal bonds; another would permit 
commercial banks to underwrite 
and deal in revenue bonds as they 
now deal in general obligations. 


However, the Review notes that 
most banks in the New England 
area would prefer to leave the 
underwriting of revenue bonds in 
the hands of investment bankers, 
thus preserving the existing separa- 
tion between commercial banking 
and security dealings. This attitude 
is based on the special risks which 
purchasers of revenue bonds incur. 

Another of proposal has 
been made ge Cemipadien of 
the State of New York. He ad- 
vocates the formation of a state 
financing authority which would 
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purchase the obligations of school 
districts within the state and 
market its own state-backed bonds 
in their place. In other words, a 
smaller number of large flotations 
would be substituted for numerous 
small issues. Purpose of this pro- 
posal is to lower interest costs 
through the use of state rather than 
district credit. One underlying 
objection is that states, generally, 
have tended to commit themselves 
on too many contingent liabilities; 
also, it is claimed that mere central- 
ization of debt presents no solution 
to current problems. 


Suggestions to encourage broad- 
er banking interest in high-grade 
municipals have also come from 
some commercial banks. It is rec- 
ommended that a stated percen- 
tage of high-rated municipals (in 
relation to assets) should be clas- 
sified as “riskless” assets for the 
purpose of bank examination. Here, 
the argument runs as follows. 
Within limits, the supply of funds 
to local units would be improved 
and interest costs would tend to be 
reduced. Furthermore, some small 
banks would be encouraged to buy 
issues of good quality which, 
because of their small size, do not 
carry a rating. As the Boston Re- 
serve Bank comments, such pro- 
posals would require either 
congressional or state legislative 
action, or administrative action by 
bank supervisory authorities. 


But even collectively, says the 
Business Review, “There is no as- 
surance that . . . these proposals 
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would increase the demand for tax- 
exempt securities to the extent 
necessary for the market to absorb 
comfortably the growing volume of 
municipal offerings if the aggregate 
demands of all sectors of the 
economy remain high. . . . In the 
opinion of many observers, aside 
from insuring accurate and consis- 
tent maintenance and presentation 
of municipal financial data, there 
is little that the state and communi- 
ties can do to cut interest costs 
on long-term financing so long as 
the supply of municipals exceeds 
the demand.” 

The annual volume of offerings, 
which amounted to $1 billion im- 
mediately after the war, is now 
around $6 billion and ap 
headed for the $10 billion level. 


Some further comment on the 
twin problems of financing and 
interest costs is furnished by the 
Federal Reserve Bank of St. Louis. 
Interest rates on state and local 
securities, the latter’s Monthly Re- 
view reports, are now lower relative 
to other interest rates than they 
were in the early ‘30s. This is 
because more investors, both insti- 
tutional and individual, are in a 
position to benefit from the exemp- 
tion of earnings on municipal 
securities from Federal income 
taxes and because Federal tax rates 
have increased over this long 
period. Another causative factor 
is the belief, on the part of inves- 
tors, that the risk incurred in 
municipal securities has declined. 

Lately, however, the widened 
interest rate differential between 
corporate and municipal bonds has 
been narrowing. Some individual 
investors have shifted from tax- 
exempts into stocks. Commercial 
banks, ordinarily important buyers, 


were impelled to a some of 
their municipal holdings as a result 
of increasing pressure for loan 
funds. Also, in recent years, there 
has been a great growth in savings 
in those institutions which do not 
benefit from investing in tax- 
exempt securities; this list includes 
life insurance companies, savings 
and loan associations, and savin 
banks. Furthermore, on the supply 
side, a greater outpouring of muni- 
cipal issues has tended to saturate 
the market. 


But despite these difficulties, 
continues the Monthly Review, 
local authorities have been able to 
market nearly all the securities 
offered during the recent period of 
tight money. With respect to 
other borrowers, funds have been 
obtained at the expense of some in- 
crease in interest cost. “Even 
though public attention has been 
focused on the occasional offering 
which has received no bids, most 
state and local obligations have 
been quietly and _ successfully 
issued duty the recent period of 
capital market pressure.” 

The Investment Bankers Associa- 
tion estimates that roughly 93 per 
cent of the nearly $4.4 billion of 
municipal bonds offered for sale 
during the nine months ended last 
March 81 were sold on initial offer. 
Bulk of the remaining 7 per cent 
was sold after subsequent reoffer- 
ing with slightly altered terms. 
Most of the originally unsuccess- 
ful issues were highway or bridge 
bonds, whereas nearly all school 
issues were immediately successful. 


Insurance Company 
Mortgage Investments 


Life insurance dollars invested in 
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new mortgages in 1957, for the 
first time in five years, showed a 
decline. A peak of $6.7 billion in 
new mortgage loans was witnessed 
in 1956 but the aggregate acquisi- 
tion last year was off about one- 
fifth, amounting to an estimated 
$5.2 billion. 

The Institute of Life Insurance 
attributes this decrease to a cut- 
back in the number of new homes 
built and a decline in the refinanc- 
ing of properties. Nevertheless, 
total mortgage holdings of the life 
companies rose to its highest level 
and are estimated at $35.2 billion. 
This represents more than one- 
third of life company assets. 


Conventional urban mortgages, 
representing loans on single or 
multi-family dwellings and com- 
mercial properties, comprised the 
largest share of mortgage acquisi- 
tions in 1957. Such loans were in 
the amount of $3.2 billion and 
accounted for more than half of the 
new acquisition total. At the close 
of the year, total life company 
holdings of conventional mortgages 
reached a record total of $17.9 
million. 

Veterans’ Administration guaran- 
teed mortgage loans accounted for 
$850 million of new mortgages ac- 
, geo Total of these holdings at 

e year-end aggregated $7.75 
billion, another new peak. Mort- 
gage loans insured by the Federal 
Housing Administration satisfied 
$750 million of life funds during 
1957, with total holdings at the 
year-end reaching an estimated 
$6.95 billion, another new high. 

The Institute of Life Insurance 
believes that life companies will 
have slightly more capital funds 
available in 1958 for mortgage 
financing. However, the extent of 
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their financing will be governed, 
in large part, by new construction. 


Savings Banks and 
Common Stocks 


Based on Cowles Commission 
data, long-term investment in com- 
mon stocks has been more fruitful 
than in bonds. This is true with 
respect to both principal and in- 
come. “Over the measurable his- 
tory of more than seven decades,” 
declares Donald B. Woodward, 
“the return on stocks plus the ap- 
preciation greatly exceeds that of 
bonds and this measurement in- 
cludes good and bad times to- 
gether.” Mr. Woodward, who is a 
trustee of the Lincoln Savings Bank 
of New York, notes that less than 
a 42 per cent yield was obtained 
on good bonds for the period 
1880-1954. In comparison, the re- 
turn on stocks was above 8 per 
cent, which return would have 
been even better if post-1954 ex- 
perience had been included. 


The reason for this differential in 
favor of stocks is evident. During 
the period under review, the 
American economy was growing 
and, coincidentally, the dividends 
of good quality American corpora- 
tions were increasing. Another 
factor has been the inflation dur- 
ing important parts of this 74-year 
span; this added a further increase 
to the dollars of earnings, dividends 
and prices. 

Mr. Woodward believes that 
common stocks should have a 
larger role in mutual savings bank 
investments. He recognizes that 
the liabilities of savings banks are 
in dollars and that they are of a 


demand nature. He is also aware 
that any savings or creditor insti- 
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tution must be prepared to meet 
its obligations. “But,” he continues, 
“the implicit assumption that bonds 
and mortgages never fluctuate 
while common stocks are impos- 
sibly volatile is simply an old 
wives’ tale that will not stand up 
under careful inquiry. All invest- 
ments are volatile, and many bonds 
and mortgages have been as much 
so as many common stocks.” 


The Lincoln Savings Bank trus- 
tee calls for a reasonable compro- 
mise between the present and his- 
torical position of the savings banks 
and the law on one hand and, on 
the other, the realities of the banks’ 
needs and the economy's require- 
ments. This compromise, he states, 
should be predicated on a cold- 
blooded examination of the per- 
formance records of the various 
forms of investment, the best 
judgment as to their future, and an 
adequate consideration of savings 
banks’ needs. 

As an aid to the formulation of 
policy, Mr. Woodward suggests de- 
velopment of the following points: 


1—Valuation requirements should 
be made more realistic. Although 
valuation of bonds is on an amort- 
ized basis which assumes the like- 
lihood of repayment, the valuation 
of common stocks categorically 
denies such a future possibility. 
With respect to common equities, 
the market at any given time is 
the exclusive test. In the case of 
mortgages, there is no evaluation of 
market at all. 


It is just as likely, he asserts, that 
good common stocks will be higher 
over the years as it is that long- 
term bonds and mortgages will pay 
over the years. Therefore, com- 
mon stocks should be valued on 


some kind of moving average or 
cost. In this connection, it is noted 
that life insurance companies have 
gone a considerable distance in this 
direction. Application of the same 
standard of evaluation for bonds, 
mortgages and common stocks 
would, of course, cause some 
marked changes in investment 
policy. 

2—Sizable reserves should be 
established against common stock 
holdings as rapidly as possible. It 
is recommended that most of the 
dividend income in excess of bond 
yields and all realized capital gains 
should be dedicated to the building 
up of such a reserve, which proce- 
dure should be continued at least 
until large reserves are established. 
Long-term objective of such a re- 
serve fund might be fixed at a 
level between 10 and 25 per cent 
of the common stock held. 


8—To avoid excessive purchases 
at abnormal prices, banks should 
be required to acquire their com- 
mon stock portfolios on an average 
over several years. One possible 
restriction is that no more than 20 
per cent of the common stock port- 
folio held at any time, using cost 
as a basis, could be acquired in one 
year. An appropriate investment 
policy, it is noted, does not consist 
of trying to determine whether the 
market is low or high, since the 
chances of success by large “spot” 
purchases is doubtful. Purchase of 
such shares at average prices over 
several years, it is contended, 
should lead to a successful result. 


4—The limit on common stock 
holdings should be related to sur- 
plus and to total reserves. An 
amount somewhat less than the 
total of surplus and all kinds of 





276 THE BANKING 
reserves could be the ceiling, but 
it is conceivable that it could be 
more than this aggregate. In any 
event, determination of the ceiling 
level should take into consideration 
not only the quality of the common 
stock portfolio, but the quality of 
other investment assets as well. 


5—Extensive utilization should 
be made of the Institutional Inves- 
tors Mutual Fund. The IIMF is 
competently staffed for the selec- 
tion of investments and has had a 
good record of performance. Ac- 
cordingly, it would be prudent to 
place greater reliance on its judg- 
ment. Also suggested is establish- 
ment of another fund which would 
place even greater emphasis on in- 
vestment for growth in income and 
principal, rather than on current 
income. Banks could then invest 


varying amounts in each fund de- 
pending on their own condition 


and needs. 


6—Other conditions and require- 
ments should be determined by a 
competent open-minded study. The 
needs of the banks call for such a 
study. The savers, the economy, 
and the banks could all benefit 


from such an investigation. 


Savings Banks and 
Convertible Bonds 

As a rule, mutual savings banks 
are only interested in convertible 
bonds which are of investment 
quality. The sole exceptions, says 
Alfred J. Casazza, executive vice 
president of the Savings Banks 
Trust Company of New York, occur 
where there are solid reasons for 
believing that a lower rating does 
not fairly reflect the investment 
quality of the issue. Of course, the 
ideal time to effect convertible 
bond purchases is when interest 


LAW JOURNAL 


rates are relatively high and stock 
prices have declined drastically. 
Under such circumstances, risk of 
market depreciation is at a mini- 
mum; possible decline in the value 
of the conversion premium is re- 
duced and extended erosion in 
high-grade bond prices, by reason 
of further tightening in interest 
rates is less likely. By the same 
token, from this low point, pros- 
pects for capital appreciation are 
improved. 

Although the conversion privi- 
lege can prove quite profitable 
under favorable conditions, Mr. 
Casazza warns that certain dangers 
are involved. “The fact that a bond 
is convertible,” he remarks, “does 
not lessen the risk of loss to the 
investor when conditions are un- 
favorable.” Convertibility will not 
protect the investor when a decline 
in earnings threatens the issuer's 
ability to pay interest and principal. 

Mr. Casazza suggests that con- 
sideration be given to selected 
convertible bonds of sound quality, 
where yields are reasonable and 
where conversion terms are rela- 
tively attractive. He urges the 
spreading of purchases, on a scale 
down, in those situations where it 
is feared that a business recession 
may depress stocks further. 

In analyzing the quality of a 
convertible bond, the same criteria 
are applicable as to other corporate 
obligations. These are outlined by 
the Savings Banks Trust Company 
officer as adequate coverage of in- 
terest requirements, good financial 
strength and good credit on the 
part of the obligor, as well as satis- 
factory protective provisions in the 
indenture. All of these combine to 
give a fundamental assurance of 
safety. 





“Every effort we put into the 
SAVINGS BOND PROGRAM 


will be richly rewarded...” 
a statement by Julian B. Baird, Under Secretary of the Treasury 


roductivtiy has 

the willingness 
of Americans to save a part of their 
incomes for investment in productive 
enterprises. The Payroll Savings Plan 


“America’s great 
made possible 


of the Savings Bond Pro; implants 
and helps to sustain the habit of regu- 
lar savings, and this benefits our 
whole economy as well as each indi- 
vidual saver. 

“We need savings as a continued 
affirmation of our way of life. The 


right to build up personal savings and 
to choose individually our savings 
objectives is one of our cherished 
freedoms. 

“I am convinced that every bit of 
effort we put into Savings Bond pro- 
motion as of a broad thrift plan 
will be richly rewarded in the con- 
tribution we shall be making to the 
strength and pons ¢ of our country 
in this critical period.” 
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